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STATEMENT OF QUESTIONS PRESENTED 


Questions relating to Order No. B-10593 and the scope of 
the remanded proceeding: 


1. Whether in this remanded proceeding (a) the Civil 
Aeronautics Board had the power to redetermine the 
“foture period” international mail rate previously 
established for C&S for the period December 16, 
1950 through July 31, 1952, on the basis of issues 
not presented to this court on the initial appeal, and 
considered as settled by all parties for over five 
years; (b) if the Board had the power to take 
such action, whether it was compelled to do so as 
a matter of law and was without discretion in the 
premises; and (c) if the Board had the discretion 
to take such action, whether it would be an abuse 
of discretion to do so under the circumstances of 
this case. 

Whether the Board erred in not finding, in accord- 
ance with the position taken by the Postmaster 
General in the judicial review proceedings and this 
Court’s remand for further proceedings in accord- 


ance with its opinion, that the only period for which 
C&S’ international rate was open for revision, in the 
event there were any “excess” domestic earnings 
found available for “offset” against the international 
rate, was prior to December 16, 1950. 


Question relating to Order No. -13518 and the determi- 
nation of the earnings “needed” by C&S: 


3. Whether the subsidiary findings upon which the 
Board relied to support its ultimate finding of the 
level of system earnings needed by C&S for the 
period November 1, 1946 through July 31, 1952, and 
reflected in a subsidy mail pay rate established for 
C&S’ international division for that period under 
Section 406 of the Federal Aviation Act, (a) con- 
stitute a sound and rational basis for the ultimate 
finding, (b) are supported by substantial evidence, 
(ce) are in accordance with the provisions of Section 
406 of the Act as construed by the Supreme Court 
and this Court, and (d) are in accord with long- 
established and judicially approved principles of 
rate-making. 
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II. Even assuming the Majority was correct in its 
assertion of power to retroactively redeter- 
mine C&S’ international mail rate for the pe- 
riod after December 15, 1950 for reasons un- 
related to “offset”, it was incorrect in its con- 
clusion that it was compelled to do so, and was 
without discretion in the premises............----------- 


IIL. It would be an abuse of discretion under the 
facts of this case for the Board to retroac- 
tively redetermine C&S’ international mail rate 
for the period after December 15, 1950 for rea- 
sons unrelated to “Offset” ....------seen--n-------seeseenens 
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Crvm Aznonavtics Boarp, 
Respondent 


On Petition for Judicial Review of Orders of the 
Civil Aeronautics Board 


BRIEF FOR PETITIONER 


JURISDICTIONAL STATEMENT 


Petitioner is an air carrier holding certificates of public 
convenience and necessity issued to it by the Civil Aero- 
nautics Board (hereinafter referred to as the “Board’’) 
authorizing it to engage in scheduled air transportation. 


Petitioner is the successor through merger of Chicago 
and Southern Air Lines, Inc. (C&S) on and after May 1, 
1953. C&S, prior to its merger into Petitioner, was an 
air carrier holding certificates of public convenience and 
necessity issued to it by the Board authorizing it to en- 
gage in scheduled air transportation within the United 
States (domestic division) and over routes in Latin 
America (international division). 


Petitioner seeks review herein of Order No. E-13518 
(Tr. 2532-2666) adopted by the Board on February 16, 
1959, in proceedings entitled the Reopened Delta-CéS 
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Mail Rate Case, Docket No. 2564, and of Order No. E- 
14567 (Tr. 2699-2725) adopted October 20, 1959, in which 
the Board denied Petitioner’s petition for reconsideration. 
Order No. E-13518 fixed the final rate of compensation 
for the transportation of mail for C&S’ international 
division for the period November 1, 1946, through July 
31, 1952, subject to certain tax adjustments. In addition, 
said Order made final certain findings in an earlier Order 
adopted in the case, No. E-10593 (Tr. 1754-1777), relating 
to the scope of the remanded proceeding before the 
Board. 


The jurisdiction of this Court is invoked under Section 
1006 of the Federal Aviation Act of 1958, 72 Stat. 795, 49 
U.S.C. 1486, and Section 10 of the Administrative Proce- 
dure Act, 60 Stat. 243, 5 U.S.C. 1009. 


STATUTE INVOLVED 


The pertinent provisions of Section 406 of the Federal 
Aviation Act of 1958, 72 Stat. 763, 49 U.S.C. 1376 (and of 


its predecessor, the Civil Aeronautics Act of 1938, as 
amended, 52 Stat. 998, 49 U.S.C. 486) authorizing the 
Board to establish subsidy or “need” mail rates are set 
forth in Appendix I hereto. 


STATEMENT OF THE CASE 


The Orders of which Petitioner seeks review were 
issued in a proceeding reopened by the Board following 
the reversal and remand by this Court of a prior order 
of the Board fixing final subsidy mail pay rates for C&S’ 
international division. Summerfield v. CAB, 92 App. 
D.C. 256, 207 F.2d 207 (1953), aff'd sub nom Delta Air 
Lines v. Summerfield, 347 U.S. 74 (1954). An under- 
standing of the issues requires a statement of the prior 
administrative and judicial proceedings, as well as of the 
remanded proceeding. There is also attached hereto as 
Appendix II a chart showing the mail rate history of 
C&S for the periods in question which will fold out as a 
ready reference in connection with this statement. 
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Original Board proceedings. On October 18, 1951, the 
Board fixed a final mail rate for C&S’ international divi- 
sion for a “past period” from November 1, 1946 to De- 
cember 15, 1950, and for a “future period” starting 
December 16, 1950. Order No. E-5793 (Tr. 316-321). 
While this case was before the Board, the Postmaster 
General, who was a party to the proceeding, alleged that 
earnings which had been achieved by C&S on its domestic 
division under a previously established final mail rate 
were excessive and should be “offset”, or applied in re- 
duction of, the international mail rates then being estab- 
lished by the Board. The domestic division mail rate 
order referred to by the Postmaster General had been 
adopted on July 28, 1948 by Order No. E-1825* and 
fixed a “past period” rate for the years 1946 and 1947, 
and a “future period” rate starting January 1, 1948. 


The Board did not decide whether the Postmaster Gen- 
eral was correct in his allegation that there were “excess” 
domestic earnings. It held that even if there were such 


“excess” domestic earnings, the Board could decline to 
“offset” them against the international rate as a matter 
of “policy”. 


Judicial review. The Postmaster General then sought 
judicial review of Order No. E-5793 establishing the inter- 
national mail rates. The sole ground alleged by him on 
appeal as error was that the Board had declined, for 
“policy” reasons, to offset against the level of the inter- 
national mail rate the earnings from C&S’ domestic divi- 
sion which he alleged were “excessive”. This Court in 
Summerfield v. CAB, supra, aff'd sub nom Delta Air 
Lines v. Summerfield, supra, agreed with the contention 
of the Postmaster General that although the Board may 
fix rates separately for different operating divisions of 
the carrier, the end result of fixing rates for a carrier 
must conform to the need of the carrier as a whole. 
Accordingly, this Court found that the failure of the 


1Chicago & Southern Air Lines—Mail Rates, 9 C.A.B. 786 
(1948). 
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Board to “offset” excess earnings, if any, from the do- 
mestic division against the international rate was at vari- 
ance with Section 406(b) of the Act. It then set aside 
the order establishing the international mail rate and 
remanded the case to the Board for further proceedings 
in accordance with the opinion of this Court. 


First stage of remanded proceedings. On March 30, 
1954, the Board reopened the matter for further proceed- 
ings in conformity with the aforementioned judgment 
and opinion of this Court. (Tr. 322-323). All parties 
agreed that the sole issue on remand was the amount of 
“excess” earnings, if any, from the domestic operations 
of C&S to be “offset” against the international mail rate 
of C&S established by Order No. E-5793, dated October 
18, 1951. (Tr. 2611). This was so all the way through 
the hearings, briefs to the Examiner, the Examiner’s 
Initial Decision, and briefs to the Board. 


Introduction of new issue. On February 24, 1956, four 
days before the date set for oral argument to the Board 


on the “offset” issue, and over five years after the Board 
had established the “future period” rate for the interna- 
tional division, the Board on its own initiative raised for 
the first time the following additional issue: 


“Whether the Board, must, as a matter of law, or 
should as a matter of policy, establish the mail pay 
rate for Chicago and Southern’s international oper- 
ations for the period December 16, 1950 through July 
31, 1952 on a past period basis, using actual operat- 
ing results during that period.” (Tr. 1447) 

The background of this new issue was as follows: 


C&S’ “future period” international mail rate established 
by Order No. B-5793 was set, in the usual manner, on the 
basis of forecasts. (Tr. 1755). However, by the time 
Order No. E-5793 was finally adopted in October of 1951, 
and Order No. E-6045 (Tr. 285) denying reconsideration 
of Order No. E-5793 was adopted on January 18, 1952, 
a considerable portion of the “future period” beginning 
December 16, 1950, had already run, and there were 
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actual operating results on file with, and available to, the 
Board for a substantial portion of the “future period”. 
The Board, however, exercised its discretion not to use 
these actual operating results in lieu of the forecasts be- 
cause, as a practical matter, it is not possible to establish 
a “future period” rate as of the exact date of the most 
recent operating results available. (Tr. 1760). 


Following the establishment of the “future period” rate, 
operating results for additional portions of the “future 
period” were filed with the Board. It was on the basis of 
these reports that the Board eventually, in July of 1952, 
reopened that rate and subsequently established a new, 
lower, rate effective August 1, 1952. Order No. E-6908.2 


In the new issue the Board was therefore suggesting 
the question of whether in the remanded proceeding re- 
quired to comply with the “offset” decision of this Court, 
the Board should also go back and use these actual oper- 
ating results to retroactively redetermine the previously 
established “future period” rate which had been effective 
between December 16, 1950 and July 31, 1952. 


Order No. E-10593. On September 6, 1956, a Majority 
of three Members of the Board held in the remanded pro- 
ceeding that, as a matter of law, the Board could, and 
must, make such a retroactive redetermination. Order 
No. E-10593. The majority held that the Board had the 
power to do so pursuant to the mandate of this Court 
remanding the case for further proceedings, or, alterna- 
tively, under the authority of FCC v. Pottsville Broad- 
casting Co., 309 U.S. 134 (1940). It concluded, moreover, 
that the Board was compelled to make the redetermina- 
tion, and had no discretion to decline to do so even if it 
wanted to, on the authority of West Ohio Gas Co. v. Pub- 
lic Utilities Comm'n, 294 U.S. 279 (1935). (Tr. 2612). 


Two Members vigorously dissented. As noted at pp. 
23-24 infra, they pointed out that the only challenge to 


1Chicago & Southern Air Lines, Inc—Latin American Mail 
Rates, 16 C.A.B. 586 (1952). 
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Board to “offset” excess earnings, if any, from the do- 
mestic division against the international rate was at vari- 
ance with Section 406(b) of the Act. It then set aside 
the order establishing the international mail rate and 
remanded the case to the Board for further proceedings 
in accordance with the opinion of this Court. 


First stage of remanded proceedings. On March 30, 
1954, the Board reopened the matter for further proceed- 
ings in conformity with the aforementioned judgment 
and opinion of this Court. (Tr. 322-323). All parties 
agreed that the sole issue on remand was the amount of 
“excess” earnings, if any, from the domestic operations 
of C&S to be “offset” against the international mail rate 
of C&S established by Order No. E-5793, dated October 
18, 1951. (Tr. 2611). This was so all the way through 
the hearings, briefs to the Examiner, the Examiner’s 
Initial Decision, and briefs to the Board. 


Introduction of new issue. On February 24, 1956, four 
days before the date set for oral argument to the Board 


on the “offset” issue, and over five years after the Board 
had established the “future period” rate for the interna- 
tional division, the Board on its own initiative raised for 
the first time the following additional issue: 


“Whether the Board, must, as a matter of law, or 
should as a matter of policy, establish the mail pay 
rate for Chicago and Southern’s international oper- 
ations for the period December 16, 1950 through July 
31, 1952 on a past period basis, using actual operat- 
ing results during that period.” (Tr. 1447) 

The background of this new issue was as follows: 


C&S’ “future period” international mail rate established 
by Order No. E-5793 was set, in the usual manner, on the 
basis of forecasts. (Tr. 1755). However, by the time 
Order No. E-5793 was finally adopted in October of 1951, 
and Order No. E-6045 (Tr. 285) denying reconsideration 
of Order No. E-5793 was adopted on January 18, 1952, 
a considerable portion of the “future period” beginning 
December 16, 1950, had already run, and there were 
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actual operating results on file with, and available to, the 
Board for a substantial portion of the “future period”. 
The Board, however, exercised its discretion not to use 
these actual operating results in lieu of the forecasts be- 
cause, as a practical matter, it is not possible to establish 
a “future period” rate as of the exact date of the most 
recent operating results available. (Tr. 1760). 


Following the establishment of the “future period” rate, 
operating results for additional portions of the “future 
period” were filed with the Board. It was on the basis of 
these reports that the Board eventually, in July of 1952, 
reopened that rate and subsequently established a new, 
lower, rate effective August 1, 1952. Order No. E-6908.2 


In the new issue the Board was therefore suggesting 
the question of whether in the remanded proceeding re- 
quired to comply with the “offset” decision of this Court, 
the Board should also go back and use these actual oper- 
ating results to retroactively redetermine the previously 
established “future period” rate which had been effective 
between December 16, 1950 and July 31, 1952. 


Order No. E-10593. On September 6, 1956, a Majority 
of three Members of the Board held in the remanded pro- 
ceeding that, as a matter of law, the Board could, and 
must, make such a retroactive redetermination. Order 
No. E-10593. The majority held that the Board had the 
power to do so pursuant to the mandate of this Court 
remanding the case for further proceedings, or, alterna- 
tively, under the authority of FCC v. Pottsville Broad- 
casting Co., 309 U.S. 134 (1940). It concluded, moreover, 
that the Board was compelled to make the redetermina- 
tion, and had no discretion to decline to do so even if it 
wanted to, on the authority of West Ohio Gas Co. v. Pub- 
lic Utilities Comm’n, 294 U.S. 279 (1985). (Tr. 2612). 


Two Members vigorously dissented. As noted at pp. 
23-24 infra, they pointed out that the only challenge to 


1Chicago & Southern Air Lines, Inc—Latin American Mail 
Rates, 16 C.A.B. 586 (1952). 
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C&S’ international mail rate both before the Board and 
the courts had been “offset”, and that -“everyone con- 
cerned earnestly believed the level of the international 
rate had been laid at rest.” They also emphasized that 
Delta had justifiably relied for over five years upon the 
finality of the level of that rate in its merger with C&S, 
which had received Board approval, and in connection 
with financing, dividends, equipment purchases, and rep- 
resentations to the public in security issues. (Tr. 1772- 
1775). Under these circumstances, they denied that the 
remand of this Court authorized the Majority’s action, or 
that either Pottsville or West Ohio were applicable to this 
remanded mail rate case. 


Second stage of remanded proceedings. Pursuant to 
the Majority’s decision in Order No. E-10593, however, 
the record was reopened for further hearings on the 
question of the proper rate level of C&S’ international 
division for the period December 16, 1950, through July 
31, 1952, using actual operating results. Although the 


Board had also decided in Order No. E-10593 that the 
period during which the domestic rate could be reviewed 
to determine if there were any “excess” earnings to be 
“offset” against the international rate extended beyond 
December 15, 1950, decision on the amount of such earn- 
ings to be “offset”, if any, was deferred pending the new 
hearings. 


Order No. E-13518. On February 16, 1959, the Board 
issued its Order No. E-13518 of which Delta is presently 
seeking judicial review. That Order confirmed the Ma- 
jority’s decision in Order No. E-10593 regarding the scope 
of the remand. It also established a new mail rate for 
C&S’ international division for the period November 1, 
1946 through July 31, 1952 in the amount of $4,878,000, 
a reduction of $1,795,000 from mail compensation paid to 
C&S under the mail rate previously established by Order 
No. E-5793. 


The principal issue discussed in Order No. B-13518, and 
in Order No. E-14567, adopted October 20, 1959, which 


T 


denied Delta’s Petition for Reconsideration, concerned 
the level of earnings “needed” by C&S under Section 406 
of the Federal Aviation Act. 


The impact of the $1,795,000 recapture ordered by the 
Board in Order No. E-13518 is substantial. It represents 
a reduction of 45% of all of C&S’ reported system earn- 
ings of $3,986,000 (Tr. 1995) for the period November 1, 
1946 through July 31, 1952 for which the Board estab- 
lished a new international rate. Further, as the Board 
pointed out, the recapture resulted in a reduction of C&S’ 
experienced system rate of return for the period July 1, 
1938 through July 31, 1952 (comprising most of its cor- 
porate life under CAB regulation) from 9.9% to 5.7% 
(Tr. 2561; Tr. 2706), a return substantially below the 
11.1% return experienced for approximately the same 
period by the intermediate size air carrier class (Tr. 
2705) with which the Board found C&S comparable (Tr. 
2549-2550). 


The two challenges Delta makes to the Board’s action 
in this ease below are (1) to the findings made in Order 
No. E-10593 as to the scope of the authority of the Board 
to retroactively redetermine the previously established 
C&S’ international mail rate in the remanded proceeding, 
and (2) to the validity and adequacy of the findings in 
Order No. E-13518 supporting the Board’s determination 
of the “need” of C&S for earnings reflected in the new 
international mail rate. 


STATEMENT OF POINTS 
The Civil Aeronautics Board erred: 


With regard to Order No. E-10593 and the scope of the 
remand: 


1. In finding that it had the power to retroactively re- 
determine C&S’ international mail rate for the pe- 
riod after December 15, 1950 for reasons unrelated 
to “offset”. 


. In finding that, if it had the power, it was also com- 
pelled, and had no discretion in the premises, to 
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retroactively redetermine C&S’ international mail 
rate for the period after December 16, 1950 for 
reasons unrelated to “offset”. 


. In failing to find that it would be an abuse of dis- 
cretion, under the facts of this case, to retroactively 
redetermine C&S’ international mail rate for the 
pened after December 15, 1950 for reasons unre- 

ted to “offset”. 


In finding that the period during which the domestic 


rate could be reviewed, to determine if there were 
any “excess” earnings to be “offset” against the 
see rate, extended beyond December 15, 
1950. 


With regard to Order No. E-13518 and C&S’ “need” for 
earnings: 
5. In failing to make sufficient valid subsidiary find- 
ings supported by probative evidence of record to 
support its ultimate finding of the earnings “needed” 


Leah under Section 406 of the Federal Aviation 
ct. 


SUMMARY OF ARGUMENT 


Order No. E-10593 and the scope of the remand: 


L Power of the Board on remand. 


Over five years after the determination of the “fature 
period” international mail rate of C&S by an order issued 
on October 18, 1951, a Majority of the Board erroneously 
asserted power to adjust that rate retroactively to reflect 
actual operating results. At the time that rate, effective 
December 16, 1950, was established in October of 1951 
and reconsideration denied in January of 1952, there were 
operating results available giving both the Board and the 
Postmaster General notice of how earnings would run 
under the proposed rate. The Board, however, allowed 
the rate to go into effect and took no action to reopen it 
until July of 1952. At no time-before the Board or be- 
fore the courts did the Postmaster General challenge the 
level of the rate. His sole allegation of error was the 
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failure to “offset” domestic earnings against international 
mail pay need. 


During this five year period there was justifiable and 
substantial reliance upon the finality of the determination 
of the level of the “future period” international rate. 
Delta stockholders acquired C&S’ at a price reflecting the 
fact that the sole contingent liability which might arise 
from the pending judicial review proceedings related to 
“offset.” The Board approved the merger. Banks loaned 
Delta in excess of $50,000,000 on the basis of the finality 
of the level of that rate. Security offerings were made 
to the public on the same basis. 


Under the facts of this case, the Majority therefore 
erred in holding that the Board had the power to retro- 
actively revise the level of C&S’ “future period” interna- 
tional rate on the authority of the mandate of this Court, 
or alternatively, of the Pottsville case. It is impossible to 
say that the remand of this Court for further proceedings 
in accordance with its Opinion, which Opinion dealt ex- 
clusively with the “offset” question, directed the Board 
to make a retroactive revision on the basis of matters 
other than “offset” which were not raised, considered, 
or decided on appeal. Nor is Pottsville applicable. The 
holding in that case did not embrace a situation where, 
as here, there was a retroactive revision of a prior ad- 
ministrative determination on the basis of considerations 
of which there was notice at the time the case was origi- 
nally before the agency. Nor did Pottsville involve 
factors of substantial and justified reliance. Further, the 
Majority did not cite a single case where Pottsville, a 
Federal Communications Commission licensing proceed- 
ing, has been applied to a rate proceeding of this type. 
The reason is obvious. Pottsville was designed to give 
administrative agencies flexibility on remand. But flexi- 
bility in rate determinations is another matter. The most 
disruptive development imaginable in administrative regu- 
lation would be one which renders unstable the prior 
rate determinations of an administrative agency upon 
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which there has been substantial and justified reliance. 
See Arizona Grocery Co. Vv. Atchison T. and S. F. Ry., 
284 U.S. 370 (1932). 


IL Discretion of Board on remand. 


But even if the Board had the authority the Majority 
claims, it was not compelled to act. It had discretion in 
the premises. Absent a specific direction from this Court 
to conduct a de novo pr ing on remand, the Board 
was not compelled to do so. NLEB v. Donnelly Garment 
Co., 330 U.S. 219 (1947). The Majority erroneously relies 
upon West Ohio Gas Co. v. Public Utilities Comm'n, 294 
U.S. 79 (1935) holding that available actual operating 
results must be used in a rate proceeding. That case 
clearly applies in the initial stages of a rate proceeding. 
It does not apply in the latter stages of a rate proceed- 
ing or on remand. The question of whether evidence of 
record should then be “updated” has been @ matter which 
has always been left to the discretion of the agency. ICC 
v. Jersey City, 322 U.S. 503 (1944). 


Since the Board never exercised its discretion in the 
premises (acting under the Majority’s incorrect assump- 
tion that it was compelled to act), the case must be re- 
manded to the Board. There are indications that, absent 
the element of compulsion, the Board would exercise its 
discretion not to make a retroactive redetermination of 
the level of C&S’ future international rate. 


Il. Abuse of discretion on remand. 


Assuming discretion in the premises, the Court can and 
should make a finding now that it would be an abuse of 
discretion for the Board to retroactively redetermine the 
level of C&S’ “future period” rate under the facts of this 
case. The Board cannot quietly stand by for a substan- 
tial period of time while a merger is effected which it 
formally approves, millions of dollars worth of bank 
loans consummated, and representations made to the 
public in security issues, and then challenge a theretofore 
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unquestioned rate determination upon which there has 
been substantial reliance. 


IV. Scope of “offset” review. 


The Board also erred in establishing the period during 
which C&S’ domestic rate could be reviewed to determine 
if there were any “excess” earnings to be “offset” against 
the international rate. 


Clearly C&S’ domestic rate established by Order No. 
E-5956,2 and effective October 1, 1951, may not be re- 
viewed. The Postmaster General concurred in that rate 
at the time it was established and stated to this Court 
that he was not claiming any “excess” earnings thereunder. 
Having waited to see how the rate turned out, the Post- 
master General may not now collaterally attack it in this 
remanded international rate proceeding by alleging “ex- 
cess” earnings have accrued under that domestic rate in 
which he concurred which should now be “offset.” The 
Board abused its discretion in allowing him to do so. 


Farther, Delta claims that C&S’ domestic rate may not 
be reviewed for any period after December 15, 1950. The 
Postmaster General was on notice, before the case was 
finally decided by the Board, of earnings which were 
accruing under that rate and yet abandoned any appeal 
of the international mail rate before the Courts after that 
date. Contentions in administrative proceedings may 
not be advanced piecemeal. 


Order No. E-13518 and C&S’ “need” for earnings: 


Vv. 


Order No. E-13518 must also be reversed because the 
Board failed to make sufficient valid findings as to the 
“need” of C&S’ for earnings. A reasonable rate of re- 
turn, like any other element of “need” under Section 406 
of the Federal Aviation Act, must be based upon valid 


2 Capital, C&S, Robinson—Final Mail Rates, 14 C.A.B. 1074 
(1951) , 
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findings supported by probative evidence of record. 
Capital Transit Co. v. Public Utilities Comm'n, 93 App. 
D.C. 194, 213 F.2d 176 (1953), cert. den’d 348 U.S. 816 
(1954); Washington Gas Light Co. v. Baker, 88 App. D.C. 
115, 118 F.2d 11 (1950), cert. den’d 340 US. 952 (1951). 
The Board’s purported findings in this case are so thor- 
oughly defective and deficient, and reflect a method and 
approach so completely contrary to established rate- 
making principles and Section 406 of the Federal Avia- 
tion Act, as to deprive the earnings determination of any 
legal validity. 
ARGUMENT 


Argument relating to Order No. E-10593 and the scope of 
the remanded proceeding: 


L The Majority erred in its assertion of power to 
retroactively redetermine C&S’ international mail 
rate for the period after December 15, 1950 for 
reasons unrelated to “offset.” 


A. The remand did not direct the retroactive deter- 
mination. 


Following judicial review of Order No. E-5793 estab- 
lishing C&S’ “future period” international mail rate, this 
Court reversed and set aside that Order, and provided: 


«|. that this case be, and it is hereby, remanded to 
the said Civil Aeronautics Board for further pro- 
reatis in accordance with the opinion of this 
01 
In such a situation “the direction to proceed consistently 
with the opinion of the Court has the effect of making 
the opinion a part of the mandate, as though it had been 
therein set out at length.” Gulf Refining Co. v. United 
States, 269 U.S. 125, 135 (1925). 


1 Judgment and decree, Summerfield v. Civil Aeronautics Board, 
Case No. 11,351, D.C. Cir., May 4, 1953. The Court of Appeals 
issued certified copies of this judgment and decree on March 22, 
1954, in lien of mandate, as provided by the Court's rules. 
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“Offset” was the sole question raised, argued, and de- 
cided by this Court, and was the sole subject considered 
in its Opinion. Thus in describing the case before it for 
decision, this Court said that in determining C&S’ mail 
rate the Board 


wees refused, for what it termed ‘sound reasons 
0: 


f economic policy,’ (J.-A. 54), to offset the car- 

Tier’s excess profits of $654,000 from its domestic 
routes against ‘need’ or subsidy requirements for the 
international operations (J.A. 53). The refusal to 
make the offset forms the basis of this appeal.” 92 
App. D.C. 256, 257, 207 F. 2d 207, 209 (Emphasis 
supplied) 

The Supreme Court, on certiorari, posed the case as aris- 

ing from the refusal of the Board to “. . . offset against _ 

the carrier’s need for foreign operations the excess earn- 

ings on its domestic flights.” 347 U.S. 74, 76 


It is true that Order No. E-5793, establishing the inter- 
national mail rates, was set aside by this Court. Such 
action was necessary in order that the Board could deter- 
mine on remand whether there were any excess earnings 
from the domestic division, and if so, proceed to offset 
such excess earnings against the level of the previously 
established international mail rate. But the fact that the 
Order was set aside did not require the Board to insti- 
tate a de novo proceeding and completely redetermine the 
level of the future mail rate after December 15, 1950, on 
the basis of actual operating results. As the Supreme 
Court said in NZRB v. Donnelly Garment Co., 330 US. 
219, 228 (1947) : 


“Since in our view the remand did not call for a 
proceeding de novo, the Board was not required to 
reopen any issue. as to which its ruling was left un- 
assailed by the Circuit Court. of Appeals in its first 
decision.” 
This Court’s reversal was coupled with specific directions 
for a remanded proceeding in accordance with the opinion 
of this Court. That opinion dealt solely with “offset.” 
Delta, submits, therefore, that the only function which 
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the Board had to perform on remand in order to comply 
with the “offset” ruling made by this Court was the deter- 
mination of whether there were any “excess” earnings 
from the domestic division rate, and to “offset” such 
excess earnings against the level of the previously estab- 
lished international mail rate. 


Accordingly, if the Board had the power to make retro- 
active rate adjustments on remand unrelated to “offse ow 
such authority must be found outside of the mandate. 


B. There is no principle of law which permits a 
retroactive revision of an unchallenged rate de- 
termination upon which there has been substan- 
tial reliance. 


Matters left open by the mandate of a higher court 
may usually be considered on remand. Sprague v. Ticonic 
National Bank, 307 U.S. 161, 168 (1939). This is not so, 
however, with regard to matters which could have been, 
but were not, litigated on appeal. Sorensen v. Pyrate 


Corp., 65 F. 2d 982, 984-5 (9th Cir. 1933), cert. den’d 290 
U.S. 689 (1933). The challenge in the remanded pro- 
ceeding in this case to the level of earnings under C&S’ 
“future period” international mail rate could have been 
raised either before the Board or before this Court on the 
original appeal, but it was mot made. By the time the 
rate was established, a considerable portion of the “future 
period” beginning December 16, 1950, had already run and 
there were operating results available to all parties giving 
notice of earnings which could be expected under that 
rate. As the Majority stated in its Opinion “. . . C&S’ 
international operating results for a substantial period 
subsequent to December 16, 1950, (the start of the future 
period) were available prior to the Board’s order of 
October 18, 1951, fixing the future rate... .” (Tr. 1760) 
And the Dissenting Members added that as of January 


1“The proper administration of justice demands that there be 
an end to litigation, it demands that parties shall not present 
their causes of action or their defenses piecemeal.” 65 F.2d 982, 
985. 
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18, 1952, when the Board finally disposed of the case on 
reconsideration, some 13 months after the beginning of 
the future period rate on December 16, 1950, the Board 
had operating results available all the way through Sep- 
tember 30, 1951. (Tr. 1775) Although on notice from 
these operating results of the level of earnings under the 
“future period” international mail rate, no party chal- 
lenged the level of that rate either before the Board or 
before this Court on the subsequent appeal.’ 


The Majority, however, relies upon FCC v. Pottsville 
Broadcasting Co., 309 U.S. 134 (1940) as providing the 
necessary authority for the Board to retroactively re- 
determine the level of the “future period” international 
mail rate in the remanded proceeding. Pottsville was a 
Federal Communications Commission licensing proceed- 
ing. On remand of an order denying a construction per- 
mit, the Commission consolidated and heard two subse- 
quently filed applications. The Court of Appeals reversed 
on the grounds that the Commission could not reconsider 
matters which the Court appeal had laid at rest. 309 U.S. 
134, 140. The Supreme Court, however, sustained the 
Commission’s action, holding that “the fact that in its 


1The Majority Opinion asserts that the fact that the level of 
earnings under the rate might have been ascertained from the 
operating results did not require the Board to update the record 
and change the previously proposed rate, citing ICC v. Jersey 
City, 322 U.S. 508 (1944) which holds that discretion as to 
whether to update the record in an administrative proceeding 
rests with the agency. (Tr. 1760) This zs true. But that fact 
in no way changes the point made above. The Board (or any 
party) could have suggested that the rate should have been lower 
before it was finalized but did not do so. Delta’s contention is 
that under these circumstances neither the Board (nor any party) 
could quietly sit by with notice of these facts and then challenge 
the rate on the same grounds five years later in a proceeding 
remanded on another point. ‘This is particularly so when the 
usual administrative practice of the Board is to take into account 
more recent operating results before a final mail rate order is 
issued, as demonstrated from the Majority’s own discussion of 
the Board’s action in the Transatlantic Mail Rate Case. (Tr. 
1766) See, also Pan American, Inc., Mail Rates, Latin American 
Division, 8 C.A.B. 876, 918 (1947). 
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first disposition the Commission had committed a legal 
error did not create rights of priority in the respondent, 
as against the later applicants, which it would not have 
otherwise possessed,” 309 U.S. 134, 145, and that adminis- 
trative agencies, on remand, require the flexibility to con- 
tinue to enforce the legislative policy committed to their 
care. 309 U.S. 134, 145. 


While Pottsville contains a salutory principle of ad- 
ministrative law, it is Delta’s position that Pottsville is 
patently not authority to support a retroactive adjust- 
ment in the level of C&S’ “fature period” international 
mail rate previously determined as reasonable by the 
Board, unchallenged by any party before the Board or 
this Court, and relied upon by Delta in connection with 
the C&S-Delta merger which was approved by the Board, 
and by C&S, Delta, banks and the public in essential finan- 
cial transactions for a period of many years. As originally 
enunciated and applied in the factual situation within 
which the case arose, the Pottsville doctrine did not con- 
flict with other fundamental principles of administrative 
law. When, as here, an application of Pottsville conflicts 
with sach other principles, an automatic, generalized, ap- 
plication is clearly not permitted. 


There was no reliance in Pottsville. In the initial pro- 
ceeding the Commission denied the application for a con- 
struction permit. Therefore, there was no grant upon 
which Pottsville could rely, and on remand, nothing could 
be taken away because it had nothing. The principle of 
administrative flexibility on remand enunciated in Potts- 
ville did not conflict with the principle that administra- 
tive action with a retroactive effect should be avoided 
where there has been justified reliance.” 


1As the author of the Pottsville opinion (Mr. Justice Frank- 
furter) said in another connection: “. . . the recent growth of 
administrative law counsels against generalizations regarding what 
is compendiously called judicial review of administrative action.” 
United States v. Ruzicka, 329 U.S. 287, 295 (1946). 


2NLRB Vv. Guy F. Atkinson Co., 196 F.2d 141, 149 (9th Cir. 
1952). Reliance also controlled the disposition of such cases as 
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Nor was the challenge in Pottsville one of which there 
was notice at the time of the disposition of the initial 
agency proceedings, and, therefore, one that could have 
been, but was not, brought up before the agency and the 
reviewing court. The new issue on remand in Pottsville 
related to applications filed subsequent to the court ap- 
peal. Accordingly, the principle of administrative flexi- 
bility on remand enunciated in that case did not overrule 
judicial resistance to fragmented contests of administra- 
tive action or disorderly administrative practice. Indeed, 
Pottsville itself emphasized continued insistence upon 
“the fundamentals of fair play’’ in administrative pro- 
ceedings. 309 U.S. 134, 143. 


Of conclusive significance, however, is the fact that 
Pottsville has never been applied to a remanded mail rate 
proceeding under the specialized provisions of Section 
406 of Federal Aviation Act. Indeed, as the Dissenting 
Members noted (Tr. 1775), the Majority Opinion failed to 
cite any case where Pottsville has ever been applied to 


any remanded rate proceeding since it was decided in 
1940. This fact is not difficult to understand when it is 
remembered that the Pottsville doctrine was designed to 
give administrative agencies flexibility in fulfilling their 
regulatory functions. Flexibility in rate determinations, 
however, is another matter. The most disruptive develop- 


Moser v. United States, $41 U.S. 41 (1951) and Lesavoy Founda- 
tion v. Comm’r, 238 F.2d 589 (8rd Cir. 1956); and was held a 
factor to be considered in Chapman v. El Paso Natural Gas Co., 
92 App.D.C. 154, 204 F.2d 46 (1953); Churchill Tabernacle v. 
FCC, 81 App. D.C. 411, 160 F.2d 244 (1947); and United States 
ae Greetings Corp., 168 F.Supp. 45 (N.D. Ohio, E.D. 
1 : 


1 For example in FTC v. Minneapolis-Honeywell Regulator Co., 
344 U.S. 206, 218 (1952), in which a petition for certiorari was 
denied as tardily filed, the Court said, “Thus, while we do not 
mean to encourage applications for piecemeal review by today’s 
decision, we do mean to encourage applicants to this Court to 
take heed of another principle—the principle that litigation must 
at some definite point be brought to an end.” 
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ment imaginable in administrative regulation would be 
one which renders unstable prior rate determinations of 
an administrative agency upon which there had been 
substantial and justified reliance. Administrative regu- 
lation in the rate field demands confidence in the integrity 
of unchallenged, and relied upon, rate determinations. 


Such was the import of the decision of the Supreme 
Court in Arizona Grocery Co. v. Atchison T. and S. F. 
Ry., 284 U.S. 370 (1932). The Court there said that the 
action of the Interstate Commerce Commission in pass- 
ing upon a rate, applicable only in the future, is “legis- 
lative” in character and adjustments may be made from 
time to time within the framework of the Act. However, 
when a Commission acting in a “quasi-judicial” capacity 
has before it the question of retroactive adjustments to a 
rate which it has already approved in its legislative ca- 
pacity and upon which the carrier has relied, the Com- 
mission’s power is limited: 


“it may not at a later time, and wpon the same 
or additional evidence as to the fact situation existing 
when its previous order was promulgated, by declar- 
its own finding as to reasonableness erroneous, 
subject a carrier which conformed thereto to the pay- 
ment of a reparation measured by what the Com- 
mission now holds it should have decided in the ear- 
lier proceeding to be a reasonable rate.’’ (Emphasis 
supplied) 284 U.S. 370, 390? 

In view of the foregoing, Delta submits that the Ma- 
jority erred in its assertion of the legal power in the 
remanded proceeding to retroactively redetermine, for 
reasons unrelated to “offset,” C&S’s “future period’? in- 
ternational mail rate for the period after December 15, 
1950. The mandate of this Court, incorporating the 
Court’s opinion which dealt solely with ‘‘offset,” did not 


1 Compare Mississippi River Fuel Corp. v. FPC, 202 F.2d 899 
(8rd Cir. 1958) appeal dism’d 345 US 988 (1953) where a retro- 
active rate increase was denied, even though the delay in the 
effectiveness of the rate was due to an FPC error, because of 
reliance by consumers on the existing rate. 
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direct such action. Nor is there any principle of law 
which permits a retroactive revision of a prior unchal- 
lenged rate determination upon which there has been sub- 
stantial reliance. 


It. Even assuming the Majority was correct in its asser- 
tion of power to retroactively redetermine C&S’s 
international mail rate for the period after Decem- 
ber 15, 1950 for reasons unrelated to “offset,” it was 
incorrect in its conclusion that it was compelled to 
do so, and was without discretion in the premises. 


A. The Majority’s decision was based on compul- 
sion, not discretion. 

The Majority did not hold that the Board might re- 
determine the level of C&S’s future international mail 
rate as a matter of discretion; it was under the impres- 
sion that as a matter of law the Board was compelled to 
take such action because of the West Ohio case.* 


The Majority erred. If, contrary to Delta’s argument 
in Section I, supra, the Majority was correct that the 
Board was authorized to redetermine the level of C&S’s 
international mail rate, then the exercise of such author- 
ity was discretionary only. If this Court agrees with 
Delta, the case must be remanded to the Board because 
the Board (acting under the Majority’s impression that it 
was compelled to make the redetermination) has not exer- 
eised its discretion in the premises. Further, there are 
indications that if the Board were given the opportunity 
to exercise discretion, it would decline to make such a 
redetermination. The two Dissenting Members have al- 
ready indicated they would not, under the compelling 
facts of this case. (Tr. 1773). So has the Board’s staff, 
the Bureau of Air Operations. (Tr. 1646-1647) The 
Majority Members, of course, acting under the impression 


1“, | , the Board has no discretion to decline to make such a 
redetermination, even if it wanted to do so, in view of the deci- 
sion in West Ohio Gas Co. Vv. Public Utilities Comm'n, 294 U.S. 
79 (1985).” (Tr. 2612). 
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that they were compelled to redetermine the rate, have 
not expressed themselves on what they would do were the 
matter up to their discretion. 


B. There is no compulsion upon an administrative 
agency to consider matters on remand not raised 
on review. 


This was the holding of NLRB v. Donnelly Garment 
Co., 330 U.S. 219, 228 (1947) quoted at p. 13, supra. The 
Court there said that absent a provision in a remand 
requiring a de novo proceeding, there was no requirement 
to reopen an issue as to which the administrative agency’s 
ruling was left unassailed by the Court.* 


The question of the level of C&S’ international mail 
rate for reasons unrelated to “offset” was neither raised, 
considered, or decided by this Court. See pp. 12-14 supra. 
Hence there is no requirement that the Board reopen this 
issue on remand. 


C. West Ohio, upon which the Board relies, is only 
applicable to the initial stages of a rate pro- 
ceeding. The question of whether to use more 
recent operating results in the latter stages of 
such a proceeding, or on remand, is a matter of 
discretion under the Jersey City case. 


The difficulty in which the Majority finds itself is 
caused by its reliance upon West Ohio in this remanded 
proceeding. West Ohio held that it was contrary to the 
“rudiments of fair play’? for a rate making agency to 
establish a rate for a past period, 1929 through 1932, on 
the basis of 1929 results, to the exclusion of actual oper- 
ating results for the depression years of 1930 through 
1931. West Ohio, of course, applies in the initial stages 
of a rate proceeding because an agency cannot intention- 


1For examples of the exercise of administrative discretion to 
decline to reopen a matter on remand, not raised on review, see 
Biscayne Television Corp., 22 F.C.C. 1470 (1957); Carter Prod- 
ucts, Inc., 6 Ad.L.2d. 558 (FTC, 1956), and Texas Star Broadcast- 
ing Co., 3 Ad.L.2d 443 (FCC, 1953). 
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ally ignore existing evidence of record at: that time. 
However, it does not apply in the latter stages of a rate 
proceeding, or on remand. Otherwise a rate proceeding 
would never end because of the necessity for “updating” 
the evidence before final decision. The question of wheth- 
er evidence of record should be “updated’? must be a 
matter entirely for the discretion of the agency. It may, 
in its discretion, consider the more recent evidence and 
decide that it should be reflected in the final order, or 
that the case should move to completion on the basis of 
evidence of record as submitted. 


The discretion of an agency relating to new evidence 
was sustained in the leading case of ICC v. Jersey City, 
322 U.S. 503 (1944). In refusing to grant a motion to 
reopen the record in a rate proceeding ‘‘in order that 
the record be brought up to date,’ the Supreme Court 
said at page 515: 


“Only once in the history of administrative law has 
the Court reversed a commission for refusing to 


grant a rehearing on the contention that the record 
was stale.” ? 
The Jersey City case subsequently has been applied in 
innumerable cases involving petitions to reopen or recon- 
sider based on new evidence or conditions.” 


The Majority, however, held that Jersey City type 
cases were not applicable to this case because they did 
not involve a delay “attributable to the intervention in 
the rate-making process by some agency other than the 
original rate-fixing body”. (Tr. 1764-1765). Delta fails 


1The case cited was Atchison, T. & S.F. Ry. V. United States, 
284 U.S. 248 (1982) where an agency refused to reopen a record 
closed in 1928 to show the drastic effect of the subsequent depres- 
sion. 


2See, e.g. United States v. Pierce Auto Freight Lines, 327 U.S. 
515, 584 (1946); Carolina Scenic Coach v. United States, 59 F. 
Supp. 886 (D.C. N.C. 1945), aff'd $26 U.S. 680 (1945) on the 
basis of Jersey City case;. Eck Miller Transfer Co. v. United 
States, 148 F.Supp. 409 (D.W. Ky. 1956); Gardner v. United 
States, 67 F.Supp. 280 (D.C. NJ. 1946). 
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to see why the reason for a delay should have the com- 
pelling substantive importance ascribed to it by the 
Majority, but, in any event, the Majority is clearly wrong. 
Administrative agencies have relied upon the Jersey City 
principle in remanded proceedings by declining to recon- 
sider matters not reopened by the terms of the reviewing 
court’s mandate. Courts have sustained administrative 
agencies in this application of the Jersey City principle 
to remanded proceedings.” 

The fact of the matter is that West Ohio, a case not 
involving a remand or justified reliance upon a prior 
unchallenged rate determination, is simply not applicable 
to this case. 


Delta therefore contends that if the Majority was cor- 
rect that the Board had the power under the mandate 
of this Court, or Pottsville, to make a retroactive rede- 
termination of C&S’ international mail rate for reasons 
other than “offset” (contrary to the argument in Section 
I, supra), then such power was discretionary only, in ac- 


cordance with the argument set forth in this Section I. 
Accordingly this case must be remanded to the Board 
because, erroneously acting under the Majority’s impres- 
sion that the Board was compelled to make such a re- 
view, the Board has not had an opportunity to exercise 
this discretion. 

However, in order to avoid subsequent litigation, Delta 
asks this Court, in accordance with the argument set forth 
in Section III immediately below, and on the basis of 
the history of this case and evidence of record now be- 
fore this Court, to hold at this time that it would be an 
abuse of discretion for the Board to make such a retro- 
active redetermination. 


1£.g., Biscayne Television Corp., 22 F.C.C. 1470, 7 Ad. L.2d 280 
(1957) ; Carter Products, Inc., 6 Ad. L.2d 558, 561 (FTC 1956); 
Texas Star Broadcasting Co., 3 Ad. L.2d 443 (FCC 1953). 


2 Consolidated Copperstate Lines Vv. United States, 65 F.Supp. 
950 (W.D. Texas 1946); see Allentown Broadcasting Corp. V. 
FCC, 94, App. D.C. 358, 360, 222 F.2d 781 787-788 (1954), rev’d 
on other grounds 349 U.S. 358 (1955). 
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Ill. It would be an abuse of discretion under the facts 
of this case for the Board to retroactively redeter- 
mine C&S’ international mail rate for the period 
after December 15, 1950 for reasons unrelated to 
“offset”. 


The Dissenting Opinion to Order No. H-10593 contains 
a concise and cogent summary of the history of this case 
and evidence of record on this point (Tr. 1772-1773): 


“The Board established on October 18, 1951 (Or- 
der No. E-5793) a rate which it concluded was rea- 
sonable. The level of this rate was not challenged 
by any of the parties to this proceeding either before 
the Board or on appeal to the Courts. The issue 
was raised for the first time by the Board on Feb- 
ruary 27, 1956, four days prior to the oral argu- 
ment on the “offset” issue. Until this late date, no 
person outside the Board considered, thought of or 
suspected that such a problem could be raised. Every- 
one concerned earnestly believed the level of the inter- 
national rate had been laid at rest. The Postmaster 
General relying upon the finality of the rate paid 
the entire subsidy to the carrier for its international 
operations. The finality of the rate was relied upon 
by both C&S and Delta in their negotiations for a 
merger which was approved by the Board prior to 
the decision of the Court of Appeals remanding the 
case to the Board.* The surviving carrier, Delta, 
with reason relied upon the finality of the rate in 


*The President of Delta testified that the merger was accom- 
plished subject to the sole contingency that Delta might be re- 
quired to refund mail revenues related to “offset”. (Tr. 2021- 
2026) The price reflected that fact, and that price was reflected 
in the Merger Agreement reviewed and approved by the Board. 
See (Tr. 2021-2026, Tr. 2008-2004, Tr. 2009) and Delta-Chicago 
& Southern Merger Case, 16 CAB 647 (1952). The Majority’s 
action in now alleging an overpayment for reasons unrelated to 
“offset”, therefore, is to force the Delta stockholders retroactively 
to pay a price substantially higher than that which was approved 
by the Board and upon which the merger was effected. 

It should also be noted here that the merger of Delta, a sub- 
sidy-free carrier, and C&S, a subsidized carrier, resulted in a 
substantial saving to the Government in subsidy, as the Board 
has found. Delta Air Lines, Inc. Mail Rates—Latin American 
Operations, Order No. E-7738, page 12, September 21, 1953. 
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its fmancial statements, in its dividend 
in its corporate financial affai 
carrier’s financial i 
the rate in advancing 
chases.° 
rties concerned had justifiable reason to 
of the rate established on Octo- 
case was appealed, the 
oard was 


international operations. 

briefed and argued this issue 

and before the reviewing Courts. 

international rate was not an issue, was not argu 
or briefed, and was not mentioned in either of the 
two opinions of the reviewing Courts. In view of 
this history, the carrier, the parties and the public 
were entitled to conclude that only one issue remain 
unsettled, i.e., whether the excess profits of the do- 
mestic division were to be offset against the subsidy 
already paid to the international division. . oe 


one opportunity 

e international 

rate before the 5 1, in his 
answer to the Board’ 


in his petition for r 
such issue was raised.” ** 


* Evidence submitted by Delta indicates that Delta and banks 
executed two different credit agreements, one for $20,000,000, and 
another for $30,000,000, in reliance upon the finality of all aspects 
of the C&S international rate except for the “offset” question. 
(Tr. 2045 and Tr. 2012-2015). 


E-18518 which points out that 
ed on appeal and that for a period of 
five y' of the international rate, every- 
one beli laid at rest. (Tr. 2610-2611). 
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The Majority did not deny the foregoing findings of 
reliance. It just did not find them relevant in view of 
its erroneously conceived theory that the Board was com- 
pelled, as a matter of law, to review the level of the 
international rate. (Tr. 1762). 


In view of the factors set forth above, Delta asks this 
Court to now find that it would be an abuse of discretion 
for the Board to retroactively redetermine, for reasons 
unrelated to “offset”, the level of C&S’ international rate 
on and after December 16, 1950. The Board (and the Post- 
master General) cannot quietly stand by for a substan- 
tial period of time while a merger is effected which it 
formally approves, millions of dollars of bank loans are 
consummated, and representations are made to the pub- 
lic in security issues, and then challenge theretofore un- 
challenged rate determination upon which there had been 
substantial and justified reliance. 


IV. The Board erred in finding that the period during 
which C&S’ domestic rate could be reviewed, to de- 
termine whether there were any “excess” earnings 
to be “offset” against the international rate, ex- 
tended beyond December 15, 1950. 


In addition to erroneously and retroactively revising 
the level of C&S’ “future period” international mail rate 
for reasons unrelated to “offset”, as noted in Section I 
to IIL of this brief, supra, the Board also erroneously 
held that C&S&’ domestic rate could be reviewed for “‘off- 
set” purposes for the period December 16, 1950, through 
July 31, 1952. Delta’s argument on this point will be 
divided into two parts: the period between December 16, 
1950, and September 30, 1951 (Section A, infra) and the 
period between October 1, 1951, and July 31, 1952 (Sec- 
tion B, infra). 
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A. The Postmaster General abandoned any claim 
before this Court that there were “excess” earn- 
ings from the domestic division after December 
15, 1950 available for “offset” against C&S’ in- 
ternational division rate. 

Although there is one reference in the Postmaster Gen- 
eral’s brief to this Court to the contrary (see p. 28 infra), 
a review of the Postmaster General’s pleadings before 
this Court and the Supreme Court indicate that whatever 
claim may have been made in his Petition for Review that 
there were “excess” earnings after December 16, 1950 
which should have been “offset” against the international 
mail rate established by Order No. E-5793, such claim was 
subsequently abandoned. He limited his appeal to an 
alleged $654,000 of excess earnings from the domestic 
division for 1948 through 1950 which he claimed should 
have been “offset’? against the “past period” interna- 
tional rate prior to December 16, 1950.1 This is evident 
from his conclusion to his brief to this Court where he 
only requested a modification of the international rate 
with regard to the alleged $654,000. (Tr. 1079). In his 
brief to the Supreme Court on certiorari, he stated that 
the sole issue related to offsetting alleged excess domestic 
division earnings against the international rates for the 
period 1948-1950. (Tr. 1080). Certainly, a reading of the 
opinions of both this Court, and of the Supreme Court, 
indicate that the courts were under the impression that 
the only issue related to a failure by the Board to make 
the claimed ‘‘offset”? of $654,000 which entirely related to 
the period prior to December 16, 1950. 92 App. D.C. 256, 
257, 207, F.2d 207, 209; 347 U.S. 74, 76. 


The effect of abandonment of an appeal is equivalent 
to failure to appeal in the first place? Accordingly, the 


1The $654,000 figure was earnings from the domestic division 
“future period” rate for 1948 through 1950 above a 7.4% return 
which the Postmaster General claimed was the maximum rate to 
which C&S was entitled under the final domestic rate. (Tr. 2595). 


2“Although these issues are raised by the statement of points 
on appeal filed by appellants, they were not argued by appellants 
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mandate of this Court cannot be said to have directed the 
Board to apply “offset” to a rate period which this Court 
did not review. Nor is there any principle of law in 
Pottsville, or elsewhere, which sanctions a practice where- 
by @ litigant may appeal a point, abandon it, and then 
bring it up again in the administrative proceeding on 
remand. Orderly administrative practice cannot counte- 
nance such action. 


B. It was an abuse of discretion for the Board to 
review C&S’ “future period” domestic rate for 
the period October 1, 1951 through July 31, 1952. 
The Postmaster General concurred in that rate 
and did not claim “excess” earnings thereunder 
before this Court. He may not now collaterally 
attack it in this remanded proceeding. 


At no time before the Board or this Court did the 
Postmaster General allege that there were “excessive” 
earnings under the “future period” domestic rate effec- 
tive October 1, 1951 and fixed by Order No, B-5956 adopt- 
ed December 19, 1951.1 He could not have done so. The 
domestic division rate was opened on October 1, 1951, and 
had not been closed before the international mail rate was 
fixed on October 18, 1951 by Order No. E-5793. There- 
fore, he could not contend before the Board that “excess’’ 
earnings were accruing under a final domestic rate not yet 
set. Further, he concurred in the new domestic rate 
effective October 1, 1951 when it was finally set by Order 
No. B-5956 on December 19, 1951 (Tr. 1085). Therefore, 
he could not contend before this Court in his appeal of 
the international rate three months later that ‘“‘excess” 


either in their briefs or orally, and, therefore, we deem them 
abandoned.” JOB v. Los Angeles Brewing Co., 183 F.2d 398, 401 
(9th Cir. 1950). See, ¢.g., J.7.S. Rubber Co. v. Essex Rubber Co., 
272 U.S. 429, 445 (1926); Southeastern Express Co. v. Miller, 
264 U.S. 541, 542 (1924). 


1Capital, C&S, Robinson—Final Mail Rates, 14 CAB. 1074 
(1951). 


earnings were accruing under a domestic rate in which 
he had just concurred. Indeed, he specifically stated in 
his brief to this Court that he was mot claiming the inter- 
national rate established by the Board in Order No. E- 
5793 should have been revised to “offset” any alleged 
“excess” earnings under the new domestic division rate 
effective October 1, 1951.7 


Under these circumstances it cannot be said that the 
remand of this Court directed the Board to apply “off- 
set” to a period which the Postmaster General specifi- 
cally did not, and could not, put before this Court for 
review. 


It appears, however, that the Board felt it could go 
beyond the scope of the mandate as a matter of discre- 
tion and review this period? If this is so, then the 
Board’s action must be declared unlawful as arbitrary, 
capricious, and an abuse of discretion. 


If there is one principle which the Board has insisted 


upon in mail rate proceedings it is that a party cannot 
maneuver itself into a position rate-wise whereby it can 
insist on the finality of a rate if it makes money under 
the rate, but if it loses money, argue that it is entitled to 
a retroactive redetermination to make up the losses.* 


1(Tr. 1769) The Majority, for some strange reason, tries to 
deprecate this statement of the Postmaster General by indicating 
that it was contained in a “footnote” in his brief. (Ibid) But 
whether it was in a footnote, or in italics in the body of the 
brief, makes no difference. It was a simple statement of fact. 


2This is apparently what the Board meant when it said that 
it was not “bound by a litigant’s (e.g., the Postmaster General) 
‘waiver’ of a position where the public interest requires its asser- 
tion.” (Tr. 1770). 


3E.g., Western-Inland, Mail Rates, 14 C.A.B. 201 (1950), Opin- 
ton and Order on Petition for Reconsideration, 14 C.A.B. 877 
(1951), rev’d. on other grounds sub nom., Summerfield v. CAB, 
92 App. D.C. 248, 207 F.2d 200 (1958), aff'd. sub nom., Western 
Airlines V. CAB, 847 U.S. 67 (1954); National Airlines, Mail 
Rates, 15 C.A.B. 558 (1952). 
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The Supreme Court itself has declared that such a “cost- 
plus” system of rate-making is not in accord with the 
principles of Section 406 of the Federal Aviation Act.’ 
Yet in its purported exercise of discretion in this case, 
with regard to a review of the C&S international rate 
after October 1, 1951, the Board has deliberately violated 
this long established administrative practice. 


The Postmaster General concurred in the new domestic 
mail rate effective October 1, 1951. As also noted above, 
in his appeal of the international rate he actually stated 
in his brief that he was not claiming there were any 
“excess” domestic earnings to be offset against the in- 
ternational rate after September 30, 1951. Instead, he 
waited to see how the final domestic rate in which he 
had concurred would “go”. When he saw that earnings 
were good, he then collaterally attacked that rate (in 
which he had concurred) in the remanded international 
rate case by alleging “excess” earnings which now should 
be “offset” against the international rate. 


The Board, in permitting such action in flagrant con- 
tradiction of all of its past practice, arbitrarily abused 
its discretion.? 


Order No. E-13518 and C&S’ “need” for earnings: 


V. The Board failed to make sufficient valid subsidiary 
findings to support its ultimate finding of the earn- 
ings “needed” by C&S under Section 406 of the 
Federal Aviation Act. 


In this Section of the Brief Delta will demonstrate that 
the principles utilized by the Board in purporting to de- 
termine the earnings “needed” by C&S violate Section 


1 Transcontinental & Western Air, Inc. V. CAB, 386 U.S. 601 
(1949). 


2 Vitarelli v. Seaton, 359 U.S. 585 (1959), NLRB v. Pittsburgh 
Plate Glass Co., 270 F.2d 167 (4th Cir. 1959) cert. den’d, January 
18, 1960; McKay v. Wahlenmaier, 96 U.S. App. D.C. 318, 266 F.2d 
85 (1955); Berchem v. RFC, 191 F.2d 922 (Em. App. 1951). 
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406 of the Federal Aviation Act as well as long-estab- 
lished and judicially approved standards of sound rate- 
making. The reversible error in the Board’s approach 
to the “need” for earnings requires the remand of this 
case for correction regardless of the rate periods which 
this Court finds could retroactively be redetermined in 
the case below. 


In line with the Board’s view of the expanded scope of 
the remand in the second set of hearings held below, Delta 
applied established rate-making tests to the evidence of 
record and demonstrated that C&S’ system earnings for 
the period November 1, 1946 through July 31, 1952 were 
reasonable and within its “need”, and therefore no reduc- 
tion to earnings realized under the previously established 
international mail rate could be made.* 


In Order No. E-13518, however, the Board has estab- 
lished a new international mail rate at a level $1,795,000 
below the mail pay received under the previously estab- 
lished mail rates (Tr. 2536) thereby reducing C&S’ system 


earnings for this period by 45%. This reduction was 
the result of two ultimate findings of the Board on the 
issue of the system “need” for earnings: 


(1) that “. . . 10 percent is the fair and reasonable 
rate of return on investment needed by C&S’ 
domestic operations for the period January 1, 
1948 through July 31, 1952, and by the carrier’s 
international operations for the period December 
16, 1950 through July 31, 1952.” (Tr. 2570), and 


(2) that 7 percent is “... the rate of return required 
by the domestic operations of C&S for the pe- 
riod November 1, 1946 through December 31, 


2C&S’ actual system earnings for this period were $3,986,000 
for a system return of 11.68% on investment found used and use- 
ful by the Board. If C&S’ actual earnings are artificially in- 
creased to reflect disallowances which the Board previously made 
under the “honest, efficient, and economical” standard of Section 
406, C&S’ return on investment was 18.88%. Delta’s contention 
was that this return on investment was reasonable and within its 
statutory “need”. (Tr. 1995 and Tr. 2427). 
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1947, and by the international operations for the 
period November 1, 1946 through December 15, 
1950.” (Tr. 2708) (Tr. 2538) 


Delta contends that the subsidiary findings supporting 
each of the two foregoing findings are so thoroughly de- 
fective and deficient, and reflect a method and approach 
so completely contrary to established sound rate-making 
principles and Section 406 of the Federal Aviation Act, 
as to deprive the earnings determination of any legal 
validity whatever. Delta is not thereby asking this Court 
to review any contest of judgment between the Board 
and Delta on C&S’ “need” for earnings. Delta contends 
that a reasonable rate of return, like any other element 
of “need” under Section 406 of the Federal Aviation Act, 
must be founded upon valid findings which are based on 
probative evidence of record and that these findings must 
rationally support the conclusion which purports to rest 
on them It is the complete lack of any such valid find- 
ings which Delta is challenging herein. 


A. Findings purporting to support the 10 percent 
rate of return 


In Order No. E-13518 at pages 37 and 38 the Board 
has summarized the five subsidiary findings upon which it 
relied in reaching its conclusion that 10% for certain 
portions of the period in question was a reasonable rate 
of return (Tr. 2570-2571). Reference to the remainder 
of the opinion will demonstrate that these are the only 
affirmative subsidiary findings upon which it has relied, 
and the validity of the Board’s order must be judged 


1The technique of establishing mail rates is the public utility 
rate technique. Transcontinental & Western Air, Inc. v. CAB, 
$86 U.S. 601, 604 (1949); Western A. L. et al., Motions, 11 CAB. 
300, 302 (1950). Valid findings must be made to support the 
earnings element included in any rate. Capital Transit Co. V. 
Public Utilities Comm'n, 98 App. D.C. 194, 205, 213 F.2d 176, 187 
(1958), cert. den’d 348 U.S. 816 (1954); State Corp. Comm'n of 
Kansas v. FPC, 206 F.2d 690, 723 (8th Cir. 1953); cert. den’d 346 
U.S. 922 (1954); Washington Gas Light Co. v. Baker, 88 App. 
D.C. 115, 119-120, 188 F.2d 11, 16-17 (1950), cert. den’d 340 
U.S. 952 (1951). 
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on the basis of these announced findings.’ Delta will now 
show that each and every one of these five “findings” are 
erroneous as a matter of law. 


L THE BOARD'S COST OF CAPITAL STUDIES ARE THEO- 
RETICAL EXERCISES WITH NO LEGAL RELEVANCY. 
Both Delta and the Board are in agreement that the 
primary determinant of a reasonable return is whether 
it yields sufficient earnings to cover the utility’s cost of 
capital? In order to ascertain this determinant, this 
Court has declared that a cost of capital study is “essen- 
tial”? The Board itself has recognized that such a 
study is a better determinant than the “subjective” ele- 
ment inherent in individualized “judgment evaluations” of 
experts.* 


Although the Board has devoted 14 pages of text and 
36 pages of appendices in Order No. E-13518 to this sub- 
ject (Tr. 2547-2560, Tr. 2628-2663), which gives the im- 
pression of informed deliberation, the fact of the matter 


is that the Board’s cost of capital studies are so defec- 
tive as to produce meaningless results. As this Court 
said in reviewing an FPC rate determination: “The Com- 
mission cannot announce the applicability of a formula 
and then distort its application by failure to find accu- 
rately the factors required by the formula or by depart- 
ing from the essential progress of the formula from 
premise to conclusion.” * 


1SEC v. Chenery Corp., 318 U.S. 80, 87 (1948) ; Mississippi 
River Fuel Corp. V. FPC, 82 App. D.C. 208, 224, 163 F.2d 483, 
449 (1947). 


2 FPC v. Hope Natural Gas Co., $20 U.S. 591, 608 (1944) ; Blue- 
field W.W. & Impr. Co. V. Public Service Comm'n, 262 U.S. 679, 
698 (1923); Northwest Airlines, Inc. - Trans Pacific Operations, 
16 CAB 722, 727-728 (1953). 


3 Washington Gas Light Co. v. Baker, 88 App. D.C. 115, 120, 
188 F.2d 11, 16 (1950). 


4 Transatlantic Final Mail-Rate Case, 19 CAB 464, 605-6 (1954). 


8 Mississippi River Fuel Corp. v. FPC, 82 App. D.C. 208, 224, 
163 F.2d 488, 449 (1947). 
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a. The use of a hypothetical capital composition 
to determine C&S’ cost of capital, instead of 
C&S’ own capital composition, renders the 
Board’s cost of capital studies invalid as a 
matter of law. 


The ascertainment of the cost of debt and equity to be 
utilized in a cost of capital study is a matter of evidence 
and it may therefore be appropriate to use the experience 
of other comparable carriers in this determination. Once 
the cost of debt and of equity has been determined, how- 
ever, and the problem becomes one of determining the 
composite return on C&S’ total investment (consisting of 
both equity and debt), there is no need to turn to other 
carriers. Indeed, it destroys a cost of capital study, made 
for C&S, to use the capital compositions of other car- 
riers. This is so because equity capital costs more than 
debt capital. (Tr. 2556-2557) The “n ” of a carrier 
for earnings to cover the cost of capital consisting almost 
entirely of higher-cost equity, such as C&S, will not be 
satisfied by a return on investment based upon the cap- 


ital composition of other carriers which have nothing but 
lower-cost debt. 


Yet that is precisely what the Board did below. Al- 
though the Board agreed that C&S’ capital composition 
for the period in question was a historical fact, 95% equity 
and 5% debt (‘Tr. 2551), it relied entirely upon the capital 
compositions of other carriers in its cost of capital 
studies.* 


The issue, then is whether C&S’ need is for a rate of 
return for the period November 1, 1946 through July 31, 
1952 based on its actual capital composition, or based on 
a hypothetical capital composition consisting of an aver- 
age including other carriers. The difference in approach 


1 Attached to Order No. E-13518 are a series of cost of capital 
studies prepared by the Board and using the average capital 
composition of 7 intermediate size carriers (including C&S) (Tr. 
2629-2651) and of the Big Four carriers—American, United, 
TWA, and Eastern (Tr. 2652-2663). These capital compositions 
range from 32.1% to 39.6% debt, and 67.9% to 60.4% equity. 
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can well determine the question of whether C&S’ expe- 
rienced earnings for the period in question were reason- 
able, or whether substantial sums should be repaid. 


C&S submitted a cost of capital study below (Tr. 1985) 
based upon its actual capital composition of 95% equity 
and 5% debt indicating a needed return on investment of 
14.4%, which, at the very least, demonstrated the reason- 
ableness of its experienced return of 13.83% for this 
period, fn. 1 p. 30 supra. 

But using the Board’s average capital composition of 7 
intermediate size airlines (39% debt and 61% equity) set 
forth in Order No. B-13518, Appen. F. (Tr. 2635), C&S 
would appear to only have a “need’’ for earnings of only 
10.5%? 


The sole difference between the two returns of 10.5% 
and 14.4% lies in the fact that the Board has credited 
C&S with higher cost equity comprising only 61% of its 
total capital composition, rather than its actual 957%. Any 
rate of return on total investment which hypothecates a 
lower percentage of higher cost equity than the carrier 
actually had is obviously: inadequate. 


The reason given by the Board for rejecting C&S’ 
actual capital composition and hypothecating a “‘repre- 
sentative” one upon which to base C&S’ cost of capital 
was an expressed concern over the “lack of stability in 
airline capital structures.” (Tr. 2552). (Significantly, it 
is to be noted that the Board made no finding that C&S’ 


2 Capital Percent of Total Rate of 

Component Capitalization Component Rate 
Debt 5% 8.50% 18 
Common Stock 95% 14.96% 14.21 


Needed return on investment 14.39% 


2 Capital Percent of Total Rate of 
Component Capitalization Component Rate 


Debt 39% 3.50% 
Common Stock 61% 14.96% 


Needed return on investment 


35 


eapital structure lacked stability. It only found that 
there was a “lack of stability in airline capital structures.”) 


This reasoning of the Board may have validity with 
regard to the establishment of a “future period” rate 
where the prospective instability of a single carrier’s 
capital structure might render any rate of return based 
on an actual capital composition inaccurate and suggest 
the use of an average capital composite of several car- 
riers. It has no validity, however, when applied to the 
fixed period past in time, as here, where the capitalization 
of the carrier for which a rate is being set is a historic 
fact and there is no opportunity: for a shift in capitali- 
zation. 


This rejection by the Board of C&S’ capital composi- 
tion, in its cost of capital studies designed to ascertain 
the cost of capital of CéS, renders them theoretical exer- 
cises without any legal relevancy whatever. This is so 
for two reasons: 


First, the use of a “representative” capital composi- 
tion in the cost of capital study converts the study into 
a determination of the cost of capital of 7 intermediate 
size airlines, or of the 4 largest airlines, not of CéS, 
which is the carrier for which a mail rate is being estab- 
lished. If C&S had, as in fact it did, a larger percentage 
of high-cost equity than other carriers, C&S’ ‘‘need” for 
earnings is not satisfied by giving it a return based upon 
a lower percentage of high-cost equity experienced by a 
group of other carriers. The rejection of C&S’ actual 
composition, therefore, is contrary to the decision of the 
Supreme Court in Western Air Lines, v. CAB, 347 US. 
67, 73 (1954), affirming Summerfield v. CAB, 92 App. 
D.C. 248, 207 F.2d 200 (1953), and holding that “the 
standard prescribed by Congress, however, is ‘the need’ 
of the air carrier whose subsidy rates are being fixed,” 
not the need of other carriers. It is also contrary to 


2See also Driscoll v. Edison Light & P. Co., 307 U.S. 104, 119 
(1989) where the Court said: “It must be recognized that each 
utility presents an individual problem.” 
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American Overseas Airlines v. CAB, 103 App. D.C. 41, 
46, 254 F.2d 744, 749 (1958) where this Court specifically 
recognized the “different problems” involved in a rate 
period in the past and in the future, and said that “in 
looking at the past the Board . . . must act in the light of 
known facts.” The only justification for discarding such 
known facts is if ‘‘some item or items are due to dis- 
honest, inefficient, or uneconomical management. ...” No 
such finding was made here. 


Second, the Board’s rejection of C&S’ actual composi- 
tion and imposition of a hypothetical capital stracture 
containing a lower percentage of high-cost equity than 
C&S actually had is also unlawful for another reason. 
This action represents a gross abuse of discretion. As 
noted above, a return on investment predicated upon a 
total investment which hypothecates a lower percentage 
of high cost equity, is automatically inadequate. The 
Board’s rejection of C&S’ actual capital composition, 
therefore, penalizes C&S for achieving the extremely high 


proportion of equity to total capital composition which 
the Board encouraged it and other carriers to achieve in 
a decision rendered in 1950: 


“Indeed, it may reasonably be asserted that a sound 
capitalization for air transport companies at the 
present stage of the industry’s development is one 
composed aEncee exclusively of equity: stock.” (Em- 
phasis supplied) Trans World <Air., Control by 
Hughes Tool, 12 C.A.B. 192, 219 (1950) 
This decision was based upon a recognition by the Board 
of the volatility of airline revenues, which are peculiarly 
sensitive to such factors as bad weather, cyclical changes 
in business, etc. Accordingly the Board encouraged an 
almost 100% equity capitalization to avoid the high fixed 
charges attendant to a high percentage of debt which a 
carrier might not be able to meet in a time of stress. 
12 C.A.B. 192, 219. 


Proper administrative practice simply cannot tolerate 
an agency encouraging those it regulates to adopt a spe- 
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cific financial policy, and then to retroactively penalize 
them thereafter for doing so.” 


Therefore, the use by: the Board of a hypothetical capi- 
tal composition, in its cost of capital studies supposed to 
determine C&S’ cost of capital, is a sufficient reason, in 
and of itself, to deprive them of any legal validity and 
thereby, to invalidate the earnings determination which 
they purport to support.’ 


b. The Board’s determination of the cost of equity 
for C&S for the period in question is invalid. 


A second error in the Board’s cost of capital studies 
relates to its method of determining the cost of equity 
for C&S. 


Both Delta and the Board agree that the earnings/ 
price ratio (ratio of earnings per share to market price 
per share) is the generally accepted basis for measuring 
the cost of equity to be included in a cost of capital 
study. 


In this connection the Board relied upon three classes 
of earnings/price ratios to determine C&S’ cost of equity. 
The first of these was that of a group of intermediate 
size carriers comparable to C&S. (Tr. 2629-2643.) Delta 
agrees to the use of this class of earnings/price ratios. 


1 See cases cited at Fn. 2 p. 29, supra. 


2 Public utility commissions commonly use actual capital com- 
positions in cost of capital studies. Pittsfield Coal Gas Co., 3 
PUR. Srd 1, 5 (Mass. DPU 1954); Southwestern Bell Teleph. 
Co., 2 P.U.R. Srd 1, 12 (Ark. PSC 1953); New York Tel. Co., 84 
P.U.R. (NS) 267, 290 (N.Y. PSC 1950); One exception to the 
rule is where a Commission has rejected, as a matter of policy, 
the use of the subject utility’s own capital composition on the 
grounds that the debt ratio is too small, thereby resulting in a 
higher rate to the consumer because equity is more costly to 
acquire than debt. Eg. La. PUC Vv. So. Bell Tel & Tel Co., 14 
PUR. 8rd 146, 164 (La. PUC 1956); Lawrence Gas Co. 12 
PUR. 8rd 64, 66 (Mass. DPU 1956). As noted in the Hughes 
case, however, the policy of the Board has been exactly the oppo- 
site—to encourage almost 100% equity. 
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This is so because the determination of a carrier’s cost of 
equity is a matter of finding the best evidence, and the 
best evidence of C&S’ cost of equity is either C&S’ own 
earnings/price ratio experience, or that of a group of 
comparable intermediate size carriers. Delta used both 
in its cost of capital studies below. (Tr. 2682-2683; Tr. 
1985) 


The other two classes of earnings/price ratios relied 
upon by the Board to determine C&S’ cost of equity are 
completely invalid. Since it is not possible to tell how 
much reliance was placed on them, the cost of capital 
studies they purport to support are also invalidated. 


(1) The use by the Board of the earnings/price ratios of 7 
intermediate-size carriers adjusted to eliminate capital 
gains is not a valid determinant of C&S’ cost of equity. 

The Board took the same group of intermediate size 
carriers referred to above, eliminated capital gains from 
earnings, and declared the resultant earnings/price ratio 
evidence of the cost of equity for that class of carrier, 
and for C&S. (Tr. 2644-2651.) The assumption under- 
lying the Board’s elimination of capital gains from earn- 
ings was that “. . . the informed investor tends to dis- 
count (capital gains) in his appraisal of a carrier's 
stock.” (Tr. 2550.) This Court, however, cannot rely 
upon that assumption because it was invalidated by an 
opposite, and hopelessly irreconcilable, finding that the 
investor does consider “. . . the fairly rapid depreciation 
taken by carriers, which may result in capital gains upon 
sale of equipment... .” (Tr. 2703). It is impossible 
to say that the informed investor ignores capital gains 
and, at the same time, to say that the investor considers 
the factor which produces the capital gains!* 


1 Further there is no substantial evidence of record to support 
the Board’s assumption. In response to Delta’s Petition on Re- 
consideration where Delta asked the Board for a designation of 
the portion of the record upon which the Board relied in making 
this assumption (Tr. 2672-2678) the Board gave only two such 
pieces of evidence: (1) The bare, unsupported testimony of the 
Air Transport Examiner, Mr. Chabot, who testified for the Bu- 
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(2) The use of the earnings/price ratio of the Big Four, ad- 
mittedly non-comparable to C&S, is not a valid deter- 
minant of C&S’ cost of equity. 


The Board also purported to ascertain the cost of 
equity of C&S from the cost of equity of the Big Four 
(American, United, TWA, and Eastern) based upon their 
experienced earnings/price ratios. ((Tr. 2652-2663). But 
the Big Four, which have been separately. classified for 
rate-making purposes, are obviously not comparable to 
C&S The Board specifically stated that it was an “un- 


reau. (Tr. 2702). Mr. Chabot did not even purport to qualify 
himself as an “expert” in airline financing (Tr. 544-545), and the 
Examiner, who heard the testimony, found “. . . The effect of the 
non-recurring gains in the case of National and Braniff on the 
market price of their common stock is a matter of speculation 

. 2” (Tr. 1114) (2) The Board also made a computation for 
National Airlines, one of the seven intermediate size carriers for 
a selected period, based partly upon newly submitted data, as 
appendices to its Order on Reconsideration which it said sup- 
ported its assumption that the investor ignores capital gains. 
However, an identical computation such as that made by the 
Board in Order No. E-14567, p. 5, with regard to National (Tr. 
2703), may be made for the same period and on the basis of the 
same source figures used by the Board, for Delta, another car- 
rier of the intermediate size class, reaching an opposite result to 
that claimed by the Board with regard to National. Delta’s re- 
tirement gains increased in 1952 over 1951 by 2.8 millions while 
its operating earnings decreased, and the market price of its stock 
went up. (Tr. 2718-2719; Tr. 693). All of this simply demon- 
strates what the Board itself admitted, “. . . many factors may 
have influenced the 1952 market price...” (Tr. 2703). 


2 American Airlines, Inc., et al., Mail Rates, 14 C.A.B. 558, 566, 
(1951). 


3 This difference can be seen from the following table covering 
the year ending June 30, 1950 (roughly the middle year of the 
rate period in question) : 

Total Assets Times Rev. Pass. Times 
(000) C&S Miles (000) 

$ 127,433 16.89 1,537,202 
57,301 7.60 1,092,667 
92,944 12.32 962,160 
100,380 18.81 1,291,184 

$ 7,544 108,314 

Source: CAB Form 41 Reports 
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challenged” fact that C&S was “much more comparable”’ 
to the intermediate size carriers than to the Big Four 
“in terms of size, cost, and other operating and financial 
characteristics ... .? (Tr. 2549-2550). 


Since the Big Four are not comparable to C&S, reli- 
ance by the Board upon their experience to ascertain the 
cost of equity of C&S was unlawful. Before other utili- 
ties can be used to ascertain the cost of capital of the 
utility for which a rate is being established, comparability 
between the carriers must be established. State Corp. 
Comm'n of Kansas v. FPC, 206 F.2d 690, (1953), cert. 
den’d 346 U.S. 922 (1954)2 This is merely a matter of 
common sense. If the purpose of a cost of capital study 
is to determine the cost of capital for an individual car- 
rier, it would defeat the study completely to adopt as 
a measure a class of carriers which, because of different 
characteristics, could not be held to have the same cost 
of capital as the subject carrier. 


Accordingly, since two of the three approaches upon 
which the Board relied to determine C&S’ cost of equity 
are invalid, the cost of capital studies which they pur- 
port to support are also invalidated. This invalidating 
factor is in addition to that of the use of a hypothetical 
capital composition discussed at pp. 33-37 supra. 


2 THE BOARD'S SUBSIDIARY FINDING BASED ON “IN- 
DUSTRY EXPERIENCE” DOES NOT SUPPORT ITS EARN- 
INGS DETERMINATION FOR C&S. 


The second subsidiary finding upon which the Board 
rested its ultimate finding that 10% was the reasonable 
rate of return on investment needed by C&S interna- 


1In this case the FPC relied upon the cost of equity capital 
of other utilities in the same industry without establishing the 
comparability of such utilities to the company for which a rate 
was being established. The Court reversed, holding “. . . we have 
no way of knowing how the Commission would rate the risks of 
the company here under consideration and other companies.” 
(Emphasis supplied) 206 F.2d 690, 722 (1953). See also, Berner 
v. Pa, Public Utility Comm'n, 382 Pa. 622, 116 A. 2d 738 (1955). 
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tional operations for the period December 16, 1950 
through July 31, 1952 (19 months), and for its domestic 
operations for the period January 1, 1948 through July 
31, 1952 (4% years), was that the domestic trunkline 
industry “flourished” for the period 1939 through 1953 
(15 years) “at a rate of return of less than 9 percent.” 
(Tr. 2560 and 2570) 


This subsidiary finding is invalid for two reasons. 


First, a finding that the domestic trunkline industry 
“flourished” for a 15 year period at a rate of return of 
less than 9%, does not rationally support a conclusion 
that C&S only needed 5.7% for substantially the same 
period. Yet the result of the $1,795,000 reduction in 
C&S earnings ordered by the Board in the case below 
will be to reduce C&S’s experienced return on investment 
from 9.9% for the period July 1, 1938 through July 31, 
1952, to 5.7%. (Tr. 2334) 


The Board states that the reason why C&S’s historical 
rate of return drops from 9.9% to 5.7% for the period 
July 1, 1938 through July 31, 1952 is because of “lower 
earnings during periods not under review in this pro- 
ceeding”. (Tr. 2706) This is patently erroneous. Prior 
to the Board’s action in the case below, C&S had a 9.9% 
rate of return for this period. As a direct result of the 
Board’s action in reducing C&S’s earnings in the “open” 
periods in the case below, C&S now has a 5.7% rate of 
return. That action was due, in part, to reliance upon 
a subsidiary finding of the Board that the domestic trunk- 
lines for substantially the same period had a rate of re- 
turn of less than 9%. Absent a showing why C&S only 
needed a rate of return of 5.7%, whereas the domestic 
trunklines needed substantially more, the subsidiary find- 
ing does not rationally support the Board’s ultimate con- 
clusion. 


The Board fell into this intellectual dilemma by com- 
pletely ignoring the concept of an average. Airline earn- 
ings fluctuate from year to year. If the rate of return 
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for the domestic trunkline carriers for 15 years is a legally 
relevant consideration in this case, then it must be con- 
sidered in relation to a comparable period of time for 
C&S—not just to a 19 month period on its international 
division and a 414 year period on the domestic division. 
A 15-year average cannot be considered with respect to 
short periods of “peak” earnings as a device to shave 
such “peaks” down, leaving the valleys untouched, with- 
out destroying the very validity of the average itself. 


The reliance by the Board in this case upon the 15 year 
average rate of return of the domestic trunklines is also 
invalid for another reason. As noted at pp. 39-40, supra, 
before the earnings experience of other airlines can be 
considered legally relevant as evidence of the cost of cap- 
ital of C&S, comparability of such other carriers with 
C&S must be established. But the industry rate of return 
includes the Big Four and the Big Four are not compara- 
ble to C&S. See p. 39 supra. Therefore, in the absence 
of a finding of comparability between C&S and the Big 
Four, whose operations dominate the domestic trankline 
industry, the use of the rate of return of the entire 
domestic trunkline industry as evidence of C&S’s cost of 
capital is legally invalid. State Corp. Comm'n of Kansas 
v. FPC, supra. 


Farther, in its Order No. E-14567 the Board concedes 
that the return it was fixing for C&S of 10% was below 
the experience of the intermediate size carriers (with 
which C&S is comparable) of 11.1%. The Board did 
not make any finding why C&S needed a return less than 
such other carriers. All it said on this point was “. . . 
upon all the evidence we are not persuaded that C&S 
needed more than 10 percent.” (Emphasis by the Board) 
(Tr. 2705-2706) But findings supported by probative evi- 


1In terms of investment the Big Four represent about 70% 
of the domestic airline industry. Transatlantic Final Mail-Rate 
Case, 19 C.A.B. 464, 608 (1954). 
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dence are not provided through a cloak of expertese. This 
Court has said in reviewing a rate determination : 


“The Commission cannot . . . shield arbitrariness by 
averments of its own infallibility, by technical ex- 
pressions, or by failure to state adequate reasons for 


its conclusions.” Mississippi River Fuel Corp. v. 
FPC, 82 App. D.C. 208, 227, 163 F.2d 433, 452 (1947) 
Indeed, the return fixed by the Board for C&S was not 
only below the 11.1% return experienced by the inter- 
mediate size carriers for the period 1939 through 1953, 
but, as shown by the following table, entirely developed 
from Appendix B to Order No. B-14567 (Tr. 2720-2722), 
it is below that of the intermediate carriers for periods 
comparable to that involved in this rate case: 


Return on Investment 
After Recapture of 
Actual Experience $1,795,000 


Intermediate Intermediate 
A Period Group 2 C&S 


1946-1952 10.49 8.16 
1947-1952 12.35 10.99 
1948-1952 14.69 13.42 


Since the experience of comparable intermediate size car- 
riers is evidence of C&S’ “need” for a reasonable return 
on investment? and since C&S’s experienced rate of re- 
turn was lower than that of such other carriers, Delta 
contends that it was an abuse of discretion for the Board 
to fail to find that this evidence barred any further re- 
duction in C&S’s earnings in the case below.’ 


1 Includes C&S as one of 7 carriers. 


2See Bluefield W.W. & Impr. Co, V. Public Service Comm'n, 
262 U.S. 679, 692 (1923) holding that a public utility is entitled 
to a return equal to that generally being made by comparable 
business undertakings. 


3 Delta is not arguing, as the Board insists on implying (Tr. 
2562-2564) (Tr. 2705) that just because the carriers made a par- 
ticular rate of return, C&S is automatically entitled to the same 
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3% THE BOARD'S SUBSIDIARY FINDING BASED ON “C&S’ 
EXPERIENCE” DOES NOT SUPPORT ITS EARNINGS 
DETERMINATION FOR C&S. 

The third subsidiary finding, upon which the Board 
rested its ultimate 10% rate of return finding, was that 
C&S was able “to expand and flourish to such a tre- 
mendous degree” at a rate of 9.9% for the period July 
1, 1938 through July 31, 1952. (Tr. 2570-2571, Tr. 2560- 
2561) 


Delta contends that a finding that C&S “flourished” for 
a 14 year period at a 9.9% rate of return cannot ration- 
ally support a conclusion that C&S’ rate of return should 
be reduced for the same period to 5.7%. This is the re- 
turn resulting from the reduction in experienced earn- 
ings ordered in the case below. (Tr. 2334) A finding 
that C&S flourished with a 9.9% return obviously can 
not rationally support a finding that C&S could also have 
“flourished” at a rate of return of only 5.7%! 


4. THE BOARD'S SUBSIDIARY FINDING, RELATING TO 
ITS “CONSERVATIVE” DEPRECIATION POLICY, DOES 
NOT SUPPORT ITS EARNINGS DETERMINATION FOR 
C&S. 


The fourth subsidiary finding relied upon by the Board 
to support its ultimate finding that 10% is a reasonable 
rate of return for C&S on its international division be- 
tween December 16, 1950 and July 31, 1952, and on its 
domestic division between January 1, 1948 through July 
31, 1952 is “the fact that the Board’s conservative de- 
preciation policies tend to lower the rate of return which 
might otherwise be required...” (Tr. 2571) 


rate of return, and therefore, may make up “past” losses by an 
above “need” rate. Delta has never made such a ridiculous argu- 
ment and specifically denied doing so in its Brief to the Board. 
(Tr. 2355-2356) What Delta does argue, as reflected above, is 
that the cost of capital (rate of return) of other comparable car- 
riers is evidence of the cost of capital of C&S, in accordance with 
the decision of the Supreme Court in the Bluefteld case, cited in 
the preceding footnote. The Board has failed to give any rational 
reason for ignoring this experience. 
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In its Petition for Reconsideration (Tr. 2674) Delta 
asked the Board to indicate the factual support in the 
record of this case upon which the Board relied in making 
this finding. The Board replied in its Order on Reconsid- 
eration that if a carrier makes a loan coterminus with 
a shorter rather than longer depreciation period, it saves 
interest which would have been paid if the depreciation 
and loan period had been for a longer time, and possibly 
ean get a lower interest rate. (Tr. 2706-2707) 


Delta questions the validity of this subsidiary finding 
even with respect to a rate to be effective entirely in the 
future. It is clear, however, that such a finding cannot 
possibly rationally support an earnings element in a rate 
for a period entirely in the past, as here. The Board was 
not confronted below with the question of what interest 
payments and rates might be if the policy were not in 
effect. The policy was in effect throughout the entire 
period in question, and, therefore, its influence, if any, is 
already reflected in known interest payments and rates, 
as well as capital gains, for both C&S and other carriers 
with which C&S was compared. These historical facts 
were used by the Board below. There is accordingly no 
merit whatever in additionally using, as a determination 
of the “need” for earnings for a period entirely in the 
past, prognostications about what might have been the 
effect on interest payments and rates, if the policy had 
not been in effect. If such an approach were valid, then 
prognostications would also be valid on what might have 
been the case if a half a dozen other factors which went 
into determining these historical interest rates had been 
different, such as the rediscount rate of the Federal Re- 
serve Board, general economic conditions ete. Facts, not 
prognostications, must be used under these circumstances. 


1If it were so that the air transportation industry had a lower 
interest rate and shorter loan periods than other industries, it 
might be argued that the difference was due to the Board’s “con- 
servative” depreciation policy. However, there is no such evi- 
dence in this record. 
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American Overseas Airlines, Inc. v. CAB, 103 App. D.C. 
41, 46, 254 F2d 744, 749 (1958). 


5. THE BOARD'S SUBSIDIARY FINDING AS TO C&S’ HIGH 
PERCENTAGE OF EQUITY IS CONTRARY TO ITS EARN- 
INGS DETERMINATION FOR C&S. 

The fifth, and last, subsidiary finding relied upon by 
the Board to support the finding of 10% was “the extraor- 
dinary high ratio of equity in C&S’ capital structure 
which indicates the necessity for a rate of return some- 
what greater than in the usual circumstances.” (Tr. 257 1) 

This matter has already been covered earlier in this 
brief. It was there pointed out that whereas, as a matter 
of fact, 95% of C&S’ total capital composition was equity 
for the period November 1, 1946 through July 31, 1952, 
the cost of capital studies prepared by the Board only 
credited C&S with between 60.4% and 67.9% equity in 
the capital composition, p. 33 supra. Since equity ad- 
mittedly costs more than debt, the failure to include all 
of C&S’ equity automatically made any rate of return 
predicated upon such a capital composition inadequate. It 
further penalized C&S for achieving a capital composi- 
tion “almost exclusively of equity” which the Board itself 
urged in the Hughes Tool case, supra, at p. 36. 


Thus Delta contends that all of the five subsidiary find- 
ings upon which the Board based its finding of 10% (Tr. 
2570) are so thoroughly defective and deficient, as to de- 
prive that ultimate finding of any legal validity whatever. 


B. Absence of findings purporting to support the 7 
per cent rate of return. 

There are no findings whatever in Order No. E-13518 
to support the system “need” of C&S for earnings for 
the portions of the period November 1, 1946 through July 
$1, 1952 to which the Board has applied a 7% rate of 
return, namely, the international division between No- 
vember 1, 1946 and December 15, 1950, and the domestic 
division between November 1, 1946 and December 31, 
1947. With regard to these periods the Board simply 
decided to adopt divisional 7% returns which the Board 
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had utilized many years ago, prior to the “offset” appeal, 
in connection with establishing the “past period” inter- 
national division rate in Order No. E-5793 in October of 
1951 (8 years ago), and the “past period” domestic divi- 
sion rate in Order No. H-1825 in July of 1948 (11 years 
ago). (Tr. 2538; Tr. 2708) 


Accordingly, in its Petition for Reconsideration of 
Order No. E-13518 Delta asked the Board to point out 


“, . . the valid subsidiary findings which it has made 
anywhere to support its conclusion that a 7% rate of 
return for ‘those periods’ is reasonable. Delta in- 
tends to ask the Court to review any such findings 
and it cannot find them.” (Tr. 2676) 

The Board was unable to do so. In its Order on Re- 
consideration, at page 10 (Tr. 2708), the Board quoted 
the sole “findings” made anywhere in the prior orders to 
support a 7% rate of return which the Board has “adopt- 
ed’? in this proceeding. It is clear from the face of these 
references that they constitute wltimate findings only. 
There were no subsidiary findings cited by the Board, 
nor are there any in these two orders, which give the 
slightest indication how those ultimate findings were 
derived. There is xo discussion of cost of capital. There 
is mo discussion of the earnings of comparable carriers. 
There is no discussion of the developmental features of 
the Act to be reflected in subsidy mail rates. 


These 7% rates of return, which are therefore invalid 
because of a lack of any subsidiary findings, were not 
validated simply by the Board’s observation that it is 
the Board’s “consistent practice’? to provide a lower 
return for past periods than for future periods. This 
conclusion is evident from the principles of law enunci- 
ated by the Examiner in this proceeding and adopted by 
the Board. (Tr. 2619-2621) The Board said: 


“The only major difference between the determina- 
tion of a rate of return applicable to a ‘past’ or 
‘future’ period in situations involving subsidy rates 
therefore is the ‘risk’ factor. The Board has con- 
sidered that the ‘cost-plus’ basis of mail rate-making 
inherent in the usual ‘past’ determinations warranted 
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a lower rate of return than is the case in a mail rate 
applicable to a future period where, if there are 
losses, the carrier is required to absorb them. Such 
a distinction is consistent with the developmental 
perpoees of Section 406(b) of the Act. It must be 
emphasized, however, that this ‘risk’ factor only goes 
to the establishment of a differential between rates 
of return applied to ‘past’ and ‘future’ periods. It 
does not go to the establishment of the exact level of 
the rate of return to be applied to either period in @ 
particular proceeding. Such rates must still be estab- 
lished in accordance with the recognized and required 
tests for the determination of a fair and reasonable 
rate of return.’ (Emphasis in original) (Tr. 2621) 


The Board specifically pointed out that findings must be 
made as to the cost of capital of the carrier in a “past 
period” rate as well as in a “future period’’ rate. Such 
findings are a requirement of law. No such findings were 
made here? 


The excuse given by the Board for its lack of subsidi- 
ary findings must also be rejected. The Board said that 
because C&S did not object to the 7% rate of return back 
in 1948 and 1951, established in the ‘past period” domes- 
tie and international rates, it cannot be heard to complain 
now. Whether C&S may have previously agreed to these 
rates of return is, of course, irrelevant. An agreement 
by C&S to an invalid ultimate finding without supporting 
subsidiary. findings made 8 to li years ago, cannot now 
make that finding lawful today. Indeed, the Board’s posi- 
tion that it has the authority under the Court’s mandate 
to retroactively revise C&S’ rates in any way it sees fit in 
instances where they were unchallenged and where there 


1 See cases cited in fn. 1, p. $1 supra. 


2 The only additional observation which the Board offered in its 
Order on Reconsideration in an endeavor to repair its lack of 
subsidiary findings supporting the 7% rate of return was the 
following: “We have only to regard the interest rate paid by 
C&S of only 2.5% to confirm our conclusion that an over-all rate 
of return of 7 per cent meets C&S’ needs for past periods.” (Tr. 
2711) This observation is entitled to no weight whatever. As 
noted earlier, C&S’ investment consisted almost exclusively of 
higher cost equity, p. 33 supra. 
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was substantial reliance, and, at the same time, has the 
right to freeze and rely upon prior unlawful findings with 
regard to the proper earnings level, is so unreasonable as 
to be arbitrary, capricious, and an abuse of discretion. 


CONCLUSION 


For the reasons set forth in Section I to IV of this 
Brief, Delta asks this Court to find that the sole function 
which the Board had to perform on remand in order to 
comply with the “offset”? ruling of this Court, and the 
sole function which it could and should perform as a 
matter of law was (a) to determine whether there were, 
in fact any, “excess”? earnings on C&S’ domestic division, 
as alleged by the Postmaster General; (b) if so, to “ off- 
set” such “excess” earnings against the previously estab- 
lished C&S international mail rate prior to December 16, 
1950; and (c) to establish a new C&S international mail 
rate, which reflects the two foregoing steps, to replace 
that fixed by Order No. E-5793 set aside by this Court. 


For the reasons set forth in Section V of this Brief, 
Delta asks the Court to find that the Board failed to 
make sufficient valid subsidiary findings to support the 
ultimate finding of the earnings ‘‘needed” by C&S under 
Section 406 of the Federal Aviation Act included in the 
rate fixed by Order No. E-13518. 


Delta further asks this court to reverse and set aside 
Order No. E-13518 and remand the ease to the Board for 
further proceedings in accordance with the foregoing 
findings. 

Respectfully submitted, 


James F, Bett 
Attorney for Petitioner 
Of Counsel: Delta Air Lines, Inc. 
R. S. Maurer 
Grorce C. Nzau 
Catvrus Davison 


January 22, 1960 
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APPENDIX I 


Pertinent Provisions of the Federal Aviation Act of 1958, 


Section 406, 72 Stat. 763, 49 U.S.C. 1376 (and of its 
predecessor, the Civil Aeronautics Act of 1938, as 
amended, 52 Stat. 998, 49 U.S.C. 486) 


[Matter omitted from the 1938 Act is shown in brackets, 
new matter in the 1958 Act is printed in italic, and law re- 
enacted unchanged is shown in roman. These changes 
are of no consequence for the purposes of this case] 


Rates For Transportation of Mail 
Authority to Fix Rates 


Sec. 406 (a). The [Authority] Board is empowered 
and directed, upon its own initiative or upon petition of 
the Postmaster General or an air carrier, (1) to fix and 
determine from time to time, after notice and hearing, 
the fair and reasonable rates of compensation for the 
transportation of mail by aircraft, the facilities used and 
useful therefor, and the services connected therewith (in- 
eluding the transportation of mail by an air carrier by 
other means than aircraft whenever such transportation 
is incidental to the transportation of mail by aircraft or 
is made necessary by conditions of emergency arising 
from aircraft operation), by each holder of a certificate 
authorizing the transportation of mail by aircraft, and to 
make such rates effective from such date as it shall deter- 
mine to be proper; (2) to prescribe the method or meth- 
ods, by aircraft-mile, pound-mile, weight, space or any 
combination thereof, or otherwise, for ascertaining such 
rates of compensation for each air carrier or class of air 
carriers; and (3) to publish the same [; and the rates so 
fixed and determined shall be paid by the Postmaster 
General from appropriations for the transportation of 
mail by aircraft.] 
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Rate-Making Elements 


(b) In fixing and determining fair and reasonable rates 
of compensation under this section, the [Authority] 
Board, considering the conditions peculiar to transporta- 
tion by aircraft and to the particular air carrier or class 
of air carriers, may fix different rates for different air 
carriers or classes of air carriers, and different classes of 
service. In determining the rates in each case, the 
[Authority] Board shall take into consideration, among 
other factors (1) the condition that such air carriers may 
hold and operate under certificates authorizing the car- 
riage of mail only by providing necessary and adequate 
facilities and service for the transportation of mail; (2) 
such standards respecting the character and quality of 
service to be rendered by air carriers as may be pre- 
scribed by or pursuant to law; and (3) the need of each 
such air carrier for compensation for the transportation 
of mail sufficient to insure the performance of such serv- 
ice, and, together with all other revenue of the air carrier, 
to enable such air carrier under honest, economical, and 


efficient management, to maintain and continue the de- 
velopment of air transportation to the extent and of the 
character and quality required for the commerce of the 
United States, the Postal Service, and the national 
defense. 


Payment 


(c) The Postmaster General shall make payments out 
of appropriations for the transportation of mail by air- 
craft of so much of the total compensation as is fixed 
and determined by the Board under this section without 
regard to clause (3) of subsection (b) of this section. 
The Board shall make payments of the remainder of the 
total compensation payable under this section out of ap- 
propriations made to the Board for that purpose. 


MAIL RATE HISTORY OF C&S on 
FROM JAN.|I, 1946 TO APRIL 30, 1953 
International (Latin 
American) Division Domestic Division 


a A AE TE 
Order E-5793 OrderE-6908 Order E- 1825 Order E-5956 
Oct.18,1951 Oct. 22,1952 July 28,1948 Dec. 19, 1951 
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PAST PERIOD 


FUTURE PERIOD 


FUTURE PERIOD 


Aug. 1, 1952 


FUTURE PERIOD 


Apr. 30, 1953 


On and after May |, 1953 C&S was merged into Delta. 
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COUNTERSTATEMENT OF QUESTIONS PRESENTED 

In respondent's view, the questions are as follows: 

1. Whether the Board correctly decided that the failure to 
review, on the basis of actual results and in light of the need" 
of the carrier as a whole, C & S' subsidy mail pay requirements for 
its international division for the entire period covered by the 
Board's order which this Court had set aside would be in contraven- 
tion of the decisions in Summerfield v. Civil Aeronautics Board, 92 
U.S. Apps D.C. 256, 207 F. 2a 207 (1953)3 afftd sub nomDelta Air Air 
Lines v. Summerfield, 3l7 U.S. 7h (195h), or would constitute an 
abuse of discretion in the Board's exercise of its statutory respon- 
sibilities. 

2, Whether the Board's subsidiary findings in support of its 


ultimate findings with respect to rates of return on investaent for 


the period involved are sound and supported by substantial evidence. 


Counterstatement of questions presented . . 2 ee ee eee (4) 


Counterstatement of the case . «eee eerecececvreree iL 
1. The case which this Court reversed and remanded . . 4 


2. The Board's decision to determine the international 
rate for the entire period on the basis of actual 
operating results » 2. se eeccececrecrveveve ee 


3. ‘The basic facts with respect to the rate of 
return issue... ecccecrceereeerereececes 


Statutes involved .. ec ccscceerecesreveseccsece of 
Summary of argument . . +e cece cc cece eee eo cee 


Argument 2.» ecccceccee severe erereeecr ce 


I. The Board had both the authority and duty to 
establish a subsidy mail rate for the inter- 
national division on the basis of the experi- 
ence "*need® of the carrier as a whole for the 
entire period covered by the order which this 
Court had set aside. « «© eee ecece vere ecee 


A. The international order was set aside and the 
Board had the duty to establish a new subsidy 
rate for the entire period involved therein. . 


The Board was in any event free to establish a 
new subsidy rate for the entire period... . 


The Board correctly decided that failure to 
review the ®"need* of the carrier for the 
entire period on the basis of actual results 
would be in contravention of the decisions of 
this Court and the Supreme Court, or would be 
an abuse of discretion in the exercise of its 
statutory responsibilities . oeoeoeoeeeee 


(iv) 


Index continued 


It. Delta can have no legitimate complaint with : 
respect to the rate of return allowed herein . « 


A. Deltats contention of error in the Board's 
refusal to re-litigate the 7 percent return 
element in those rates which had previously 
been determined on the basis of actual 
experience «2eceeseerrrr rr ee 


Deltats contentions of error in the Board's 
finding a 10 percent return reasonable for 
certain portions of the international and 
domestic rate periods. «+«*esr*s*e? 8 


1. Deltats contentions with respect to the 
cost of capital findings . eoeoeneoeee 


2, Delta's contentions with respect to 
other factors the Board considered « « « 
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IN THE 
UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


— 


No. 15,08) 


DELTA ALR LINES, INC., Petitioner, 
Ve 
CIVIL AERONAUTICS BOARD, Respondent, 


ON PETITION FOR REVIEW OF ORDERS OF THE 
CIVIL AERONAUTICS BOARD 


BRIEF FOR RESPONDENT 


COUNTERSTATEMENT OF THE CASE 

Petitioner (Delta) is the successor through merger to Chicago 
and Southern Airlines, Inc., (C & S) which, with the support of mail 
subsidies fixed by the Board and paid by the Postnaster General, 
conducted passenger, property and mail operations domestically and 
to Latin American points. The petition for review brings into ques- 
tion the adequacy of subsidy mail rates which the Board fixed ‘for 
C & St Latin American operations from November 1, 1916 through 


Joly 31, 1952 under the provisions of section 06 of the Civil 


Aeronautics Act (Orders E-10593, E-13518 and E-1)567, Tr. 175k, 


ee 


2 
2532, 2699) ¥ Tis section provides that in fixing *feir and 
reasonable" mail rates, the Board shall take into consideration, 


1 The proceeding was pending before the Board on 
De 7 31,1958 when the Civil Aeronautics Act (52 Stat. 973, 
h9 U.S.C. 01 et seq.) was superseded by the Federal Aviation 
Act (72 Stat. Fabs U.S.C. 1301 ot seqe)e Section 1501(b) 
of the new act (72 Stat. 809), however, provides for the 
contimed applicability of the old Act to then pending proceed- 
ings. The mail rate-making sions of the new act of per- 
tinence here (19 U.S.C. 1376) are the same as those of the old 
Act and thus the change-over is in any event of no consequence 
Section h06 of the Civil Aeronautics Act provides: : 


"sec. 06 [h9 U.S.C. 486] (a) The Authority [Board] 
is empowered and directed, upon its ow initiative or 
upon petition of the Postmaster General or an air 
carrier, (1) to fix and determine from time to time, 
after notice and hearing, the fair and reasonable rates 
of compensation for the transportation of mail by air- 
craft, the facilities used and useful therefor, and the 
services connected therewith * * *, by each holder of 
a certificate authorizing the transportation of mail by 
aircraft, and to make such rates effective from sach 
date as it shall determine to be proper; (2) to prescribe 
the method or methods, by aircraft-mile, pound-mile, 
weight, space, or any combination thereof, or otherwise, 
for ascertaining such rates of compensation for each air 
carrier or class of air carriers; and (3) to publish the 
same; and the rates so fixed and determined shall be paid 
by the Postmaster General from appropriations for the 
transportation of mail by aircraft. 


"(b) In fixing and determining fair and reasonable rates 
of compensation under this section, the Authority [Board], 
considering the conditions peculiar to transportation by 
aircraft and to the particular air carrier or class of air 
carriers, may fix different rates for different air carriers 
or classes of air carriers, and different classes of serv- 
ice. ‘In determining the rate in each case, the Authority 
[Board] shall take into consideration, among other factors, 
the condition that such air carriers may hold and operate 
under certificates authorizing the carriage of mail only by 
providing necessary and adequate facilities and service for 

(Contimed) 


Ble 
among other factors, the "need" of a carrier for compensation to 
enable it "to maintain and contime the development of air trans- 


portation" in the national interest, This is the subsidy provision 
of the statute under which mail compensation may be provided at 
levels in excess of a mere compensatory rate for the carriage of 

2 


This appeal, which is free of any procedural questions, basi- 
cally involves two issues: (1) the Board's power and discretion to 
desl afresh and on the basis of experienced results with the rate 
period here involved after this Court's remand of a prior mail pay 
decision in Smmerfield v. Civil Aeronantics Board, 92 U.S. App. 
D.C. 256, 207 F. 2d 207 (1953); and (2) the reasonableness of the 


the transportation of mail; such standards respecting the 
character and quality of service to be rendered by air — 
carriers as may be prescribed by or pursuant to law; 

and the need of each such air carrier for compensation 
for the transportation of mail sufficient to insure the 
performance of such service, and, together with all other 
reveme of the air carrier, to enable such air carrier 
under honest, economical, and efficient management, to 
maintain and continue the development of air transporta~ 
tion to the extent and of the character and quality 
required for the commerce of the United States, the Postal 
Service, and the national defense." 


ass 2/ See, ge, Delta Air Lines v. Summerfield, 347 U.S. 7h 


ae 
rate of return on investment fixed by the Board (there is no issue 
as to the investment base). The principal thrust of the appeal is 
directed at the extent of the Board's power and discretion after 
remand, Because of the issue raised as to the construction of the 
remand and the considerable time that had elapsed since the first 
judicial appeal during which *foture™ rate periods fell into the 
past, a more detailed factual statement is required than would ethers 
wise be necessary. 
1. ‘The case which this Court reversed and remanded 

The rate order which this Court set aside in Summerfield, supra, 
was issued on October 18, 1951 and fixed what the Board considered to 
be final subsidy mail rates for C & Sts Latin American rations with- 
out reference to the "need" of the carrier as a whole. The Board 
believed that it was sound policy to treat a carrierts domestic and foreign 
operations 2s separate and independent rate-making entities and that it had 
the authority to pat such a policy into effect. The compensation thus 
fixed for C & Sts foreign operations was for a past period fran November 1, 
196 through December 15, 1950, which was based on experienced data, and 


for a aay period beginning December 16, 1950 which was based on 


estimates. The compensation included a 7 percent return on 
————————————— 
3/ Order E-5793 (Tr. 316). 


Prior to this Court's decision setting aside this order, the 
Board a pew and lower rate for the international division which 
supplanted the rate under judicial review for a future period begin- 
ning August 1, 1952 (16 C.A.B. 536). This later order was not judi- 
cially appealed, and admittedly marks the end of the "future" rate 
period in the order which was set aside, 1.€e,5 daly 31; 1952. 


— 3s } 
investment for the past period and 10 percent for the future. While 


C & S was satisfied with these rates, the Postmaster General had » 
objected to the Board's failure to offset alleged past and anticipated 
excess earnings in the carrier's domestic division. | 

me mail rate and profit situation in the domestic division was 
as follows: On July 28, 1948, the Board fixed what it considered to 
be a final subsidy rate for a past period from Jamary 1, 196 throagh 
December 31, 197, which was based on experienced data, and a sliding- 
scale final subsidy rate for a future period beginning Jamary 1, 19h8, 
which was based on ec aee The compensation included a 7 percent 
return for the past period, and for the future period it was estimated 
that the sliding-scale formla would yield a 7.4 percent Se 
Effective October 1, 1951, the Board fixed a new prospective subsidy 
rate for the domestic division which was designed to yield an 8 percent 
return - again, without referente to the "need" of the carrier's entire 
eeeeale Neither of these domestic rate orders was ever judicially 
appealed. Operations under the domestic rates proved to be substantially 


~ Chi and S/ Chicago and Southern Airlines, Inc., Mail Rates, 9 C.A.B. 
7 seuss 


'6/ The sliding scale forma was essentially geared to load 
factor fluctuations. 


po Capital, C&S Bobtngon = Final Wail Rates, 1h G.A.B. 207h, 
aay 1 SS eA 
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more profitable than the Board estimated, and by the end of the 
period for which a "past" rate was set for C & S's international 
division (December 15, 1950), the domestic division had admittedly 
realized a profit of $654,000 in excess of estimates. There was no 
estimate of excess domestic earnings beyond this date which, accord- 
ing to the Postnaster General's contention, would also be subject 
to offset against the international "future" rate. In his appeal 
of the international rate order to this Court challenging the 
Board's refusal to offset domestic "excess" profits against the sub- 
sidy requirements of the international operations, the Postmaster 
General stated in his brief (note 7a, p. 3): 

®7a The Board's refusal to offset the excess profits 


for the past period resulted in the carrier receiving 
an additional $654,000 in subsidy mail pay (cf. J.A. 65). 


®The amount of such excess for future periods has not 
been calculated. However, petitioners? challenge of the - 
future rates relates only to the period December 16, 1950, 
to September 30, 1951. Effective October 1, 1951, C & St 
domestic rates were substantially reduced. Chi and 
Southern Air Lines, Domestic tions 3, 

Se 3 Pr NO. 9 ° 

The Board order instituting those proceedings recited that 
the then existing domestic rates appeared ‘to have become 
Ge become excessive.t Ibid, Order E-57h7, Oct. 1, 
95k. 


This Court agreed with the Postmaster General, holding that 
while the Board could fix different rates for different divisions of 
a carrier, the total subsidy for the divisions mst not exceed "the 
need of the carrier as a whole," and directing the Board "to determine 


and fix the rate in accordance with this opinion." Summerfield v. 


=4/ = 
Civil Aeronautics Board, supra, 207 F. 2d, at ppe 209, 210. The 
Sapreme Court affirmed, emphasizing that the need of the carrier 
as a whole is “a limiting factor in the sense that the subsidy may 
not exceed ite" Delta Air Lines v. Sumerfield, 317 U.S. 7h, 79 
(195i). ‘Thereafter, on March 22, 1954, this Court issued its 
judgment, 

t x * that the order of the Civil Aeronautics Board 

on review in this case be, and the same is hereby, re- 

versed and set aside, and that this case be, and it is 

hereby, remanded to the said Civil Aeronautics Board 

for further proceedings in accordance with the opinion 

of this Court." 

By way of brief recapitulation, the rate situation at the time 
of the remand was as follows: The international rate order which 
was determinative of the rates from November 1, 196 *hrough July 31, 


1952 had been set aside. There was tis no longer any rate for this 


period in the international division, and the Board had to fix one 


with due regard to this Courtts decision. The entire period was by oe 
that time, of course, in the past and the results of operations were 
definitely known. Equally available for the same period (for parposes 
of offset) were the actual results of operations in the domestic 
division under mail rates which had never been judicially appealed. 
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2, The Board's decision to determine the international 
offset of domestic profits) for 


In the course of the reopened proceeding pursuant to the remand, 
the Board held a special hearing on the question of whether the 
international rate for the entire period of November 1, 1948 through 
July 31, 1952 should be determined on the basis of actual operating 
Be 2 Inbedded in this issue was the question of whether the 
period of review of domestic earnings for offset purposes should be 
fully co-extensive with the international period, The Board decided 
both questions’ in the affirmative and sent the case back to the 
Examiner for further hearing (Order F-10593, Tr. 175i). This decision 
was subsequently confirmed in the Board's final order fixing the 
international rate (Order E~13518, Tr. 2534-2536). 


8/ The Board raised the question sua mte upon discovering 
that hearing before the Examiner het Cloned © Without any party 
having raised it. The parties apparently had proceeded on the as- 
sumption that the prior findings with respect to the international 
compensation for the entire period were not to be disturbed except 

for two matters: (1) the period of domestic operations to be consid- 
ered for offset of profits; and (2) the amount of "excess" profits 
realized during such period. Delta contended that the Postmaster 
General restricted his judicial appeal to an offset of $654,000 for 
the period ending December 15, 1950 and that this marked the end of the 
review period for domestic operations. The Board's Bureau of Air 
Operations, with which the Examiner agreed, was of the view that the 
offset period extended to October 1, 1951, the date of the new rate for 
domestic operations. This position rested principally on the statement 
in the Postmaster Generalts brief to this Court that the "challenge 

of the future rates relates only to the period December 16, 1950, to 
September 30, 1951" (supra, ps 6). The Postmaster General contended 
for an offset through J 31, 1952, the entire breadth of the rate 
period embraced in the order which this Court set aside. 


The Board rested its decision both on the requirements of the 
judicial remand and the scope of its own statutory responsibilities 
when the task before it was the fixing of a subsidy mail rate) for a 
period for which no rate wae chen in einen With respect to the 
length of the period, the Board pointed out that this Court had 
expressly set aside the international rate order in its entirety, and 
ihasichielmeanththetaatcetinacktokhe fixed again for such entire 
period, and not just a part of it. (Tr. 1756-1757). Contrary; to 
Delta's contentions, the Board believed that a fair appraisal of the 
Postmaster General's documents in the previous judicial appeal (supra, 
Pe 6) did not reveal any intention to "waive" or depart from its 
position before the Board in which it challenged the failure to: 
offset domestic profits as to both the past and future periods,’ and 
that it would not be bound by such a "waiver" even if it had pean 


made (tr. 1756, 17691770). The Board noted, moreover, that ene 


was no indication in the opinions of this Court and the ‘Supreme Court 
that the broad rate=making principles to which they were addressed 
were intended to be confined only to the past period (tre 1757). 

As to the establishment of the international rate on the basis 
of actual operating experience, now that the reste of the "future" 
period operations were known, the Board viewed the opinions of this 
Court and the Supreme Court as reflecting "an injunction mon the 
Board to fix subsidy maten for a carrier based upon the need of the 
carrier as a whole,” and believed that it should, therefore, take 
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whatever steps were necessary to carry out that broad mandate and 
principle (Tr. 1757). The Board found anomalous the suggestion that 
while it obviously mst deal with the actual and appropriate financial 
results in the domestic division for purposes of offset, under rate 
orders which were never judicially appealed, it mst, or could, 
nevertheless shut its eyes to the actual operating results in the 
international division for the very same period and under a rate 
which had been set aside (Tr. 1757-1758). The Board rejected Delta's 
claim that since in 1951 separate domestic and international rates 
were fixed within two months of each other, this Yas a practical 
matter® amounted to a system rate, pointing out that the two rates 
not only were based upon actual operating experience for different 
periods but were premised upon forecasts for different periods 

(tr. 1770). Also rejected was Delta's contention of “reliance” that 


the rate would not be redetermined, or that such reliance if it was 


a fact would serve to estop the Board (Tr, 1760-1763, 2567-2568). 

The Board further held that even if this Court's judgment did 
not require this result, it was nevertheless free to reeexamine the 
level of the international rate under such cases ag Federal Commnica- 
tions Commission v. Pottsville Broadcasting Coo, 309 U.S. 13h (190), 
and that it would reach the same result (Tr. 1758-1762, 1768). The 
Board noted that the carrier's owm reported results of operations under 
the rate which was set aside was over $1,000,000 in excess of a 10 


percent return on investment, and that under cases like West Ohio Gas 


elle 


Co. ve Public Utilities Commission, 29h UeS, 79 (1935), it “would exceed 
the bounds: of sound discretion were we to fix the mail rate for any 
part of the open period without weighing the need of the Carrier as 
a whole on the basis of actual operating ee (tr. 1763-1768). 


3. ‘The basic facts with respect to the rate of 
return issue 


The only other issue in this appeal goes to the adequacy: of: the = 
Board's findings. on the appropriate rate of return on investment. The 
term "need" has consistently been construed by the Board to’ include © 
a reasonable. profit. element in addition to covering a carrierts. . 
operating deficit incurred under prudent management. ‘Accordingly, 
the $878,000 subsidy mail compensation awarded in the order’ here on - 


review includes a return on investment, There is no dispute as-to ° 


investment valuation, or as to the propriety of fixing the profit 


element on the basis of investment, 

As previously noted, the international rate for the period 
Novenber 1,°196 through December 15, 1950, and the dimostic vate for. 
the period Jamary 1, 19h6 through December 31, 19h7 had been:fixed . 
on the basis of actual operating results (supra, PPo =5)e Included 
in each of these rates was a net 7% percent return on investuant, 


9/ TF sina Sat potions tre iontapeaT omnes sub-. 
sequent action by the Board on remand, the carrier would: have 
received an additional $1,795,000 (Tr. 2536). 


which was lower than the return allowed for the prospective periods 
because of the absence of the risk element in a past period. These 
rates had been accepted by the carrier without objection, On remand, 
the Board, inasmich as it had previously screened these periods, 

saw no reason for re-litigating the mail pay requirements of the 
international division for such past period, or for a review of the 


domestic rate for the past period in search of excess profits. It 

rather adopted the findings previously made, including the finding 

of the reasonableness of the 7 percent return on investment for such 
10 


periods (Tr. 2538-25)2). The Board found "no basis for Delta's 
apparent position that we can properly refuse to review matters 
relating to breakeven need or investment but mst reconsider the 


10/ In determining the revenues from one division which are 
ay: le for application to reduce the rate for another division of 
a carrier for a past period since the Delta decision, the Board con 
sistently has "screened" in the light of actual operating 
the results of operations under a final divisional rate initially 
fixed for a "future period” (but which has become a past period) 
through application of the statutory tests of honest, efficient and 
economical management. Where the rate under examination is one which 
was fixed retroactively for a part of the period involved, no such 
screening is necessary for the retroactive period since that was done 
at the time of fixing the past period rate. Hence, there was no 
necessity here to screen the operating results of the C & S domestic 
rates for the paralleling period of international operations prior 
to January 1, 198 since that screening already had been accomplished 
in fixing the retroactive domestic rate. Similarly, the international 
rate already had been screened for the period November 1, 19)6- 
December 15, 1950 in connection with the Board's prior retroactive 
determination of the international rate for that period, and only the 
international operations from December 16, 1950-July 31, 1952 remained 
to be screened, 
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matter of rate of return although already determined on a past period 
basis™ (Tr. asia) The Board reiterated these views on reconsidera- 
tion, pointing out the absence of the risk element in past period 
rates and noting that "we have only to regard the interest rate paid 
by C & S of only 2.5 percent to confirm our conclusion that an 
overmall rate of return of 7 percent meets C & S' needs for past 
periods" (Tr. 2708-2711). 

As to the prospective period of the international rate previounly, 
fixed (December 16, 1950-July 31, 1952), the Board found, however, 
that a net return of 10 percent was appropriate, It also found such 


a return appropriate for computing domestic excess earnings in the 


12 
prospective period for purposes of offset (Tr. 2570). The Board 


found a distinction in the fact that the previous returns for these 
periods had been fixed on a risk basis and investors were not on notice 
as to appraisal of the carrier's earnings requirements (as they were 
for the earlier open periods) that the government would absorb the 
risk of loss and would consequently allow a lower profit element | 
(Tr. 2571-2573). Accordingly, the Board squared away to the task of 
determining the requirements of investors for the period 198 through 
1952. The Board's findings and conclusions supplementing the adopted 
Delta contended for a single rate of return based on data 
extending at least over the entire international rate period here 
involved. 
12/ Delta contended for a substantially higher return for both 
divisions, while the Postmaster General and the Board's Bureau of 


Operations urged a substantially lower return than the 10% allowed 
(Tr. 2543-25h)). 


as 


Examiner's initial decision on the rate of return issue comprise some 
3h pages (Tr. 2546-2571, 2699-2708). Since the essential details 

of these findings and conclusions mst be taken up in connection with 
the ensuing argument, we will avoid repetition here, It is perhaps 
sufficient to state for purposes here that while the Board considered 
many and various data which bore the appearance of certainty, it 
recognized that the determination of a fair return was not a matter of 
precise calculation, but rather involved many judgment evaluations 
all along the line of the data procession and ending up with an 
over-all judgment evaluation, In arriving at the 10 percent figure, 
the Board gave special weight to the following matters: (1) the 

cost of capital over a representative periods (2) the historical 
earnings and growth experience of the trunkline industry through 1953 


on a return of less than 9 percent; (3) C & St own historical earnings 


which enabled it to flourish on a return of approximately 10 percent; 
(kh) the Board's conservative depreciation policies over the years; 
and (5) the extraordinarily high ratio of equity in C & S! capital 
structure which indicated the necessity for a somewhat higher return 
(Tr. 2570-2571). 
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STATUTES INVOLVED i 

The principal statutory provisions involved are those of the’ < 

Civil Aeronantics Act and are set forth or cited in the appropriate © 
place in the text. | 


SUMMARY OF ARGUMENT 
I 

When this Court set aside the Boardts prior order in Summerfield 
v. Civil Aeronautics Board, supra, there was no longer any rate for‘ 
¢ & St international division for the period Wovexber 1, 19h6 through 
July 31, 1952. It, therefore, became the Board's duty under the | 
Court's judgment to fix rates for this entire international rate 
period on the basis of the actual "need" of the carrier as & whole, ‘ 
regardless of the issues which the Postmaster General. could have raised, 
put allegedly did not raise, in his former appeal, 

In any event, upon remand the Board was free to re-examine the 
meed™ for the entire period for which the rate was set aside under’ 
such cases as Federal Commnications Commission v. Pottsville Broade 
casting Cos, 309 UeS. 134 (19h0). And being free to do 0, it would 
have been an abuse of discretion, as the Board decided, not to make 
such a reeexamination in view of the carrier's financial reports 
showing profits greatly in excess of those previously estimated ea a 
prospective basis, Such a refusal to review "need" on the basis of 


actual operating experience for the entire period would not only have 
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been in contravention of the Board's statutory responsibilities, but 


inconsistent with the rulings in such cases as West Ohio Gas Co. Ve 


Public Utilities Commission, 29) U.S. 79, 61-82 (1935), and Summer= 
field v. Civil Aeronautics Board, 92 U.S. App. DC. 2h8, 207 F. 2d 


Ti. 

The Board's confirmance of a 7 percent return for the period 
Hovenber 1, 196-December 15, 1950 in the international division, 
and for the period November 1, 19)6-Decenber 31, 197 in the domestic 
division, is entirely propere The rates for these periods had pre- 
viously been fixed on & fully experienced basis, were unreservedly 
accepted by the carrier, and, obviously being free of any "excess,*™ 
did not enter into the "offset* issue either before the Board or this 
Court, The Board certainly had the discretion to refuse re-litigation 
of the return element for such periods, just as it admittedly had the 
discretion to refuse re-litigation of the operating costs and revermes. 

The allowance of a 10 percent return for the rest of the period 
involved herein was made on the basis of adequate findings and evi- 
dence, ‘The methods and standards the Board employed in arriving at 
the level of the return, together with the judgment factors neces- 
sarily pertaining thereto, fully conformed to the requirements of such 
cases as Federal Power Commission v. Hope Natural Gas Co., infra, 


Washington Ges Light Co. Ve Baker, infra, and Capital Transit Co. Ve 
Public Utilities Commission, infra. 
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ARGUMENT 


I. The Board had both the authority and duty to 
e sh a 5 ra or the intere- 
natio on on the 8 0: ea - 


ence "need® of the ¢ er as a whole for the 
en’ riod covere he order Cc’ 3 
ad set aside. 


Tis part of our argument is addressed to the Board's authority 


and duty to deal, on the basis of actual operating results, with the 


entire.length of the period covered by the rate order which this 
Court set aside. Part II is addressed to the rate of return issve. 
We believe that the following two quotations from leading cases aptly 
state and support the Board's position: 


ty % x After the remand was made, therefore, the Com- 
mission was bound to deal with the problem afresh, per- 
forming the function delegated to it by Congress** * x" 


Securities and Exc e Commission v. Chenery Corpora- 
¥en; 332 0.5. 19L 2 CISLT)- 


my % 3% We have said of an attempt by a utility to give 
prophecy the first place and experience the second that 
telaborate calculations which are at war with reality are 
of no avail! * * * We say the same of a like attempt by 
‘officers of government-prescribing rates to be effective 
in years when experience has spoken. A forecast gives us - 
one rate. A survey gives another. To prefer the forecast. 
to the survey is an arbitrary judgment." West Ohio Gas Co. 
v. Public Utilities Commission, 29) U.S. 79, 81-82 (1935). 


A. The international order was set aside and the 


It is clear (1) that the only order previously under review was 
one fixing subsidy mail rates for C & S! international operations; 


(2) that the period to which such order was applicable was from. 
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Jamary 1, 19h6 through July 31, 1952 (supra, p. h, note h)s and 

(3) that this Court set aside such order in toto (supra, p. 7). 

It follows from all this, we believe, that as of the time of the 
Court's judgment there was no longer any rate for the international 
division for that entire period, and consequently the Board not 

only had the power but also the duty to fix such a rate under section 
406 of the Act (supra, p. 2, note 1). Asa matter of fact, this 
Court in its opinion setting aside the order expressly directed the 
Board "to determine and fix the rate" (207 F. 2d, at p. 210). More- 
over, the express judgment of this Court and the, logical deductions 
therefrom are reinforced by a meaningful reading of the opinions of 
both this Court and the Supreme Court. Both opinions address then- 
selves broadly to the meaning of the “need provision of. section 406, 
without limitation as to whether rates are fixed for a past or pro- 
spective period. They plainly enjoin the Board that if it mst fix 


—— aes 

2 er re cata or “law of the case* did not 
serve to retain the effectiveness of any of the previous: findings 
by the Board. As was said in United States v. United States 
Smelting Co., 339 U.S. 186, 198-199 (1950) 


®Te rule of the law of the case is a rule of practice, 
based upon sound policy that when an issue is once litigated 
and decided, that should be the end of the matter [citations]. 
It is not applicable here because when the case was first 
remanded, nothing was finally decided. The whole proceeding 
thereafter was in fieri. ‘The Commission had a right on 
reconsideration to make a new record [citation]. When 
finally decided, all questions were still open and could be 
presented * * * We think that it requires a final judgment 
to sustain the application of the rule of the law of the 
case just as it does for the kindred rule of res judicata * * *," 


39} 


rates on & divisional basis, it should take care that the "need" of 


the carrier as a whole is not exceeded (207 F. 2d at p. 2093 347 
U.S. at Pe 79). It was to be expected, therefore, that the Court 
would cast oat the international rate order and direct the Board 
to establish a rate for the entire period involved therein in accord- 
ance with its construction of "need.* ' Sach a new rate, of An. , 
would have to be in the amount "needed" in the international division 
less the amount = excess of "need* in the domestic division for = 
sane period. 

Delta would read this Court's judgment as in effect reversing 
the Board's action only with respect to the carrier's "need" for the 
past period (November 1, 1946 - December 15, 1950), and argues that 
‘there was consequently no power to deal with its "need" in the proce 
spective period covered by the same order (December 16, 1950 - July is 
1952). It bases this position on the allegation that the only issue 
the Postmaster General raised, and the Court considered in ‘the former 
appeal > was whether the past period international mail subsidy mst be 
reduced by "excess" domestic profits during the same period of time. 
But aside fron the fact that this argument runs counter to both jodtedal 
opinions and the express terms of this Court's judgment (see above), it 
is not correct that the Postmaster General restricted his appest to the 
past period only. On the contrary, he expressly extended his claim 
for offset into the prospective period, and he did so both before 
the Board end in his appeal. ‘hus, before the Board one of the two 
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issues stipulated by the parties was whether domestic excess profits 
should be offset against the international “past and fatare rate 
periods" (Tr. 316-317). Only the broad principle was in issue, with | 
a determination of how mch was “excess” to come later if the Board 
decided the issue in the affirmative. The Postmaster General tendered 
the same broad issue to the Court, adding that the domestic division 
during the past period earned $651,000 above the estimated profit, 
which he regarded as "excess," and that “the ena of such excess for 
future periods had not been calculated" (supra, pe 6). Again, what 
was before the Court was not the amount of the "excess®, bat whether 
the need of the carrier as a whole could be disregarded. The $65),,000 
; figure was merely a convenient vehicle for focusing on the issue, and 


its recitation in the Postmaster General's brief and the court opinions 


camot, we think, be regarded as restricting the otherwise broad issue 
and the decision thereon to the past period rate. 


establish a 


But even if the prior appeal was as restricted as Delta claims, 
the Board held, and we believe correctly so, that it was nevertheless 
— han 


- While the Postmaster General went on to say that his 
Re of the future rates relates only to the period 
December 16, 1950, to September 30, 1951," because "effective 
October 1, 1951, C & St domestic rates were substantially reduced," 
this does not detract from the fact that he Clearly raised the 
offset issue the past period of the international rate. He 
could not then anticipate that the carrier would contime to 
realise excess earnings under the new and lower domestic rates 
effective October 1, 1951. 
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free to review the entire rate period covered by the order set aside, 

on the authority of such cases as Federal Commmications Commission 

Ve Pottsville Broadcasting Co., 309 U.S. 13h (1940). There, the 
Commission had first denied Pottsville a radio construction permit 
because of financial disqualification. On appeal, the case was remanded 
because the denial was based on an erroneous view of Pennsylvania law. 
Thereafter, the Commission decided to consider on oral argument taro 
subsequently filed applications along with Pottsvillets on a comparative 
basis. The question that ultimately reached the Supreme Court was 
whether the Commission could do this in view of the apparently Limited 
nature of the remand. The Court held in the affirmative, stating that, 


tx % % The Court of Appeals laid bare that error, and, 
in compelling obedience to its correction, exhausted the 
only power which Congress gave it. At this point the 
Commission was again charged with the duty of judging the 
application in the light of *public convenience, interest, 
or necessity! x x +" (at p. 145). 


In a companion case, Fly v. Heitmeyer, 309 U.S. 146 (1910), the facts 
were similar except that the Commission on remand had ordered the 


taking of new evidence on the comparative ability of the various appli- 


cants. The Court saw nothing wrong in this additional action by the 


Commission, and held that, 


"x + x If, in the Commissionts judgment, new evidence was 
necessary to discharge its duty, the fact of a previously . 
erroneous denial should not, according to the principles 
eminciated in the Pottsville case, ante, bar it from access | 
to the necessary evidence for correct judgment.” (at p. 1:8). 
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And in accordance with those cases, this Court held in Easton Pub- 
lishing Co. v. Federal Commnications Coumission, 87 U.S. App. D.C. 
3h, 185 F. 2d 987 (1950), that the Commission could on remand re- 
open the entire record and was not compelled to confine itself to 
the original record as brought up to date by a stipulation of the 
parties. 
"The ratio decidendi of the Pottsville and Heitmeyer 

decisions in the Supreme Court is that the Commission, 

the body charged by Congress with the duty of applying 

the statutory criterion of public convenience, interest 

or necessity, is so charged at all times, incl the 

time of further ee s after remand ac xe % 

at p. 9 s 50 ° 

Contrary to Deltats contention, the Pottsville holding is obvi- 
ously not restricted to questions that were not, or could not have 
been, "laid at rest" on the prior appeal, nor is it subject to any 


conditions of "reliance." The authorities cited by Delta govern the 


relationship between lower courts and appellate wet and not that 


between agencies and appellate courts. Pottsville specifically treats 
* with this matter and holds that “the familiar doctrine that a lower 


court is bound to respect the mandate of an appellate tribunal and 


——— 
15/ The doctrine of the Pottsville case has been uniformly 

foll in a number of cases in addition to those discussed above. 

See, og Securities and Exc’ 

332 US. 19h; 3 

3h U.S. 27 (1952)3 Seri ‘s-Howard Radio, inc. v. Fede 


tions Commission, Fo eat 
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cannot reconsider questions which the mandate has laid at rest® is 


not applicable to remands involving regulatory agencies (309 U. Ss. > 


at p. 140). In this connection, the Supreme Court was not alarmed _ 


at the possibility of a mailtiplicity of appeals, delays, etce, and 
ended up saying that in any event “Congress which creates and 
sustains these agencies must be trusted to correct whatever rectal 
experience may reveal™ (309 U.S. at pe 146). 

Nor can we see any sound basis for Delta's argument that Potts- 
ville is not applicable to rate situations, Just as the Commission 
was at all tines charged with the dnty of judging radio © station awards 
in the light of "public convenience, interest, or necessity", 80 was 
the Board charged at all times with the duty to determine "fair. and 
reasonable* subsidy rates under section 406 of its own Act. 38 - Delta 
was no more entitled to insist on compensation which might be in excess 
of statutory "need" than the Pottsville Breese Company was entitled 
to insist.on a spricrity" of treatuent efter renand - and perhaps even 
less so, for unlike Delta, Pottsville was sinned against in the initial 
decision by the Commission. And contrary to Deltats suggestion (Br. 

Pe 17), there are cases in which the Pottsville doctrine (although not 


in name) has been epplied to rate matters, snd we have found no cases 


16/ Deltats reliance on such cases as Arizona Groc za Bee Ve 
Atchison, 28) U.S. 370 (1932) is clearly , 
th a final rate fixed by the Interstate Conmerce Comattneson ; 
and never appealed, which the Commission some time later attempted 
to overrule with retroactive effect. Here, of course, me C&S 
rate was set aside by this Court. 


Oh 


in which it wes rejected. Thus, in Northern States Power Co. v. 


Public Service Commission, 13 N.W. 2d 779 (Sap. Ct. N.D., 19h), 


the company complained that after a prior remand of the case, the 
Commission reconsidered and lowered rates of depreciation and 


retorn, items from which the company had not appealed and which the 


court never considered. In rejecting the contention that those parts 
of the order which were not. challenged on the former appeal became 


final, the court statea: 


"It is true, as the trial court indicated, that this 
court ordered that the case be returned to the Com- 
mission for the purpose of correcting its order as to 

c matters in which this court declared that the 
Commission had exceeded its authority. This Court 
considered and decided the questions which were before 
it upon'the appeal. The order was necessarily limited 
and 4t cannot be interpreted as prohibiting a reconsider- 
ation, by the Commission upon regaining jurisdiction of 
the case, of those parts of the original order which were 
not challenged upon the first appeal. ‘The power of the 
Commission to amend its orders rests entirely upon 
statutory authority * + +." (p. 783). [Here the court 
cited a section of the state statute (which essentially 
reads like section 205(a) of the Civil Aeronautics Act 
(49 U.S.C. 425)) which gave the Commission the authority 
to amend its orders.] 17/ 


17/ See also, Yonkers Railroad Co. v. Maltbie, 19 P.U.R. (N.S.) 
348, 350 (N.Y. S. Ct., App. Div., 1937), where the court rejected the 
contention that the Commission was limited in a remanded rate case to 
the evidentiary record already before it, stating that, "The Com- 
mission is not estopped on a rehearing from taking new evidence and 
making new findings." ; 
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C. ‘The Board correctly decided that failure to review 
the "need" of the carrier for the entire period on 
e of act res contraven- 


tion of the decisions of this Court and the reme 
or wi an abuse 0: scretion e 


exercise of its statutory respons 638 
Once it is established that the Board had the duty, or at least 


the authority, to review the international subsidy mail pay for the 
entire period of the rate order which was set aside, it follows 
inevitably, we believe, that the review had to be conducted on the 
basis of actual operating results. For by the time this Court set 


aside the prior order and the Board reopened the proceeding to carry 


out the mandate, the "prophecy" as to what the prospective rates in 


both divisions were expected to yield could easily be tested by 
- actual experience. This Court obviously must have intended that 
actual results of operation be used in determining excess domestic 
profits for offset purposes, for otherwise there could be no excess 
profits, as the Board at the time it fixed the domestic prospective 
rates here involved did not, and could not, allow for excess profits. 
The Board considered that it consistently and easily followed from 
this that actual results mst likewise govern the review of the inter- 
national prospective period against which the offset was to be made-- 
and even more so, perhaps, because it must be remembered that the only 
order which was appealed and set aside dealt with the international 
rate, and that none of the domestic rate orders had ever been appealed 
(Tr. 1757-1758). We submit that this was a correct construction of the 
judicial decisions reversing the prior order. ; 
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In any event, the Board held that it "yould exceed the bounds 
of sound: discretion” were it to ignore the "need" of the inter- 
national division as demonstrated by the then available actual results 


of operation readily showing a profit in excess of $1,000,000 above 


the "need" previously determined on the basis of prophecy (Tr, 1763- 


1768). We submit that under such arty; as West Ohio Gas Co., supra, © 
1 
p. 16, this holding is unassailable. As was said in National Labor 


18/ In West Ohio Gas Co., the Commission had sustained rates 
initially fixed by a city for the years 1929-1932 on the basis of 
1929 results, despite the fact that as a result of subsequent delays 
actual results for the years 1930, 1931 and 1932 had become available 
and showed marked changes. ‘The Supreme Court reversed for this con- 
tinned reliance on "prophecy" after actual results had become 
available. 


In Northern States Power Co. v. Public Service Commission, 13 
N.W. 2d 779, 700 (Sup. Ct. N.D., 1944), where an objection was. raised 
to the Commission's using actual results which had becane available 
between the time of appeal of its order and subsequent reversal and 
remand, the court stated: 


Ry x % Ordinarily the making of rates and findings of 
value lock to the future and to the extent that the 
prophecies of the rate-making body are inaccurate the 
rates are inexact. In this case, because of the lapse of 
time, the Commission could substitute experience for 
prophecy in fixing rates for the years 1938, 1939 - 
and 19h0'and arrive at figures which are exact. It 
clearly acted in the public interest in doing so." 


For additional cases illustrative of the uniform holding that 
upon remand, actual experience must be the basis for establishing 
rates over the period during which the case has been on appeal, see 
United States v.. Morgan, 313 U.S. 09 (19h1); McCart v. Indianapolis 
Water Co., 502 U.S. (1938); Smith v. Illinois Bell tikes 
Co., Ode U.S. 133 (1930); Alabama Public Service Commission v. 


Southern Bell Telephone and Telegraph Co., 113 50. od 505 (S. Ct. 
Ala., . 
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Relations Board v. Donnelly Garment Ca., 330 U.S. 219, 233 (1947), "time 
does not stop still even for the administrative process." Where, as 


here, so much time had passed since the original rate determination 


(over five years) and where the actual results of operation were 5 
radically different from those prophesied (36% return instead of 108), 
there was no alternative to using actual resulte= In this connection, 
it is well to emphasize what the Board has noted, that there is not here 
involved a rate for an indefinite period in the future under which the 
carrier might be expected to have lean as well as profitable years, 

but rather a complete past period which is locked off by a prospective 
rate which is admittedly final and unassailed (Tr. 1765). Furthermore, 
as this Court has indicated in the companion case of Summerfield v. 

Civil Aeronautics Board, 92 U.S. Appa D.C. 248, 207 F. 2d 200 (1953); affta 
Sub non, Western Air Lines v. Civil Aeronautics Board, 347 U.S. 67 
(1954), the obligation to use actual experience rather than prophecy 

may well be greater where subsidy rates are being established. ‘Thus, 

in rejecting the carrier's contention there that the profit from the 


19/ The Interstate Commerce Commission v. Jersey City, 322 U. S. 
ee 19h) type of situation (Pet. Br. p. 21) is not at all analogous 

here. Such cases deal with the normal gap that inevitably must occur 
between the taking of evidence and the issuance of a decision thereon. 
The administrative discretion to grant or deny reopening for evidence 
of changed circumstances is usually unquestioned. 


- 28 - 


sale of a route realized during an open rate period should somehow 
be considered from a prospective standpoint, this Court stated: 


®The gist of the answer lies in the fact that we are to 
determine 'nsed', We are not determining merely adequate 
compensation for service rendered, in the ordinary public 
utility serse. To be sure, the payment is cast by the 
statute as a rate, and the process 35 a rateemaking. But 
even so the Supreme Court held in the West Ohio Gas case 
that, when the period under consideration has passed, fair 
and reasenable rates should be ascertained from what is 
known and not from a mune pro tunc estimate. In the case 
now before us the disputed basic consideration is a need, 
a need beyond the requirements of fair compensation for a 
service performed, not dependant upon the amount or the 
nature of the service rendered. A fortiori, from the West 
Ohio Gas case, the amount of need ror a period which has 
passed mist be ascertained in the light of known facts." 
(pe 20h). 20/ 


Delta also contends that the Board should have used its discre- 
tion not to review C & St "need" for the period on the basis of 
experienced results, because in consummating the merger the parties 
trelied™ on the fact that nothing like that would be done (Pet. Bre 
Pe 23)- The Board, howevery stated that, "We cannot find on the 
basis of this evidence that had the parties to the merger known that 


C & St earnings for the period December 16, 1950, through July 31, 


a 


20/ See also, American Overseas Airlines ve Civil Aeronautics 
Board, 103 U.S. Appe DC. hi, 254 F. 2a 7h, TS (0) 195 e 
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1952, were subject to retroactive revision there would have been no 
merger" (Tr. 2568-2569). But the short answer to the argument is 

the Board's decision in the merger case (Delta-Chicago and Southern . 
Merger Case, 16 CoAeB. 647 (1952)) which contained the usual express 
warning that rate matters were not being seca In any event, 
no matter how mch the parties chose to rely on their own judgment . 
and legal expertise as to the final outcome of the then-pending : 
Litigation and what the Board could or would do on a possible remand, 
it could not serve to change the result reached by the Board under this 
Court's mandate and the authorities cited, The "need™ of a carrier | 
under Section 06 of the Act cannot be controlled by the parties* 
411-founded expectations. The plain fact is that C & S for whose 
operations the rate was fixed herein received its actual "need," - 
What is being contended for is a contrived teed," : 


21/ Paragraph 3, Pe 667 of the order provides: 


"That. the approval granted herein shall not in any 
mamner be relied upon as a basis for augmenting the 
investment value for rate=making purposes of the certif= 
icates, property, and other assets to be acquired by 
Delta; nor shall such approval be deemed a determination 
for rateemaking purposes of the reasonableness of any 
costs or charges claimed by C & S or Delta under the 
proposed merger." 
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It. Delta can have no legitimate eee with. 
respect to the rate of revurn owed herein 

Neither before the Board nor this Court has Delta indicated 
what it considered to be the correct rate of return on investment. 
Its contention is simply that the approximately 1) percent system 
ee 4% realized for the almost six-year period here involved was 
only reasonable and that, therefore, no payback should be made (Pet. 
Br. p. 30). Before considering Delta's specific contentions, we 
point out that its claim of at least a 1) percent return is under- 
mined generally by several facts. The return elements in the rates 
previously fixed for both divisions (which would have been fully 
governing had it not been for the judicial appeal) were not in excess 
of (1) 7 percent for past periods; (2) 10 percent for the prospective 
period in the international division; and (3) 8 percent for the 
prespective periods in the danestic division (supra, pp. h-5). 
Indeed, even the prospective rate fixed for the international divi- 
sion on and after August 1, 1952, which has never been judicially 
questioned in any way, contained only a 10 percent return. (supra, 
p. k, note h). Until the previous reversal by this Court, Delta 


never took issue with these rates of return. Moreover, in the fourteen- 


year history of the Board up to that time these rates of return 


were consistently applied, and no individual carrier had been 
allowed more.’ Yet, the industry, including C&S, was able to expand 
and flourish tremendously over this period of time. (Tr. 2560-2561). 


22/ after adjustments not here questioned. 
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In these circumstances we think that no serious claim can be advanced 
to a ls percent return, Indeed, it is surprising to encounter a 
claim of reversible error where the Board did not decrease the rates 
of return previously found so acceptable by this carrier and the | 
rest of the industry, but rather boosted by two points the return 
for a certain period of the domestic operations for purposes of 
offset. 
A. Deltata contention of error in the Board!s 

refusal to relitigate the 7 percent return 

been determined on the basis of act 

experience. 

Pages 6-8 of Deltats brief are devoted to the claim that 
there were no findings in support of the 7 percent return recognised 
for the November 1, 196-December 15, 1950 period in the inter- 
national division, and the November 1, 196-December 31, 197 period 
in the domestic division. The fact is that the Board made all the 
findings that were necessary in the circumstances (Tr. 2539-2511, 
2708=2710). The rates for these periods had previously been fixed 
on a fully experienced basis, were unreservedly accepted by the car- 
rier, and, obviously being free of any "excess," did not enter into 
the offset issue either before the Board or this Court. ‘The offset 
issue pertained to the rates which were set on a prospective basis 
and under which the earnings actually realized might be excessive. 
Thus, the mandate of this Court could not possibly be construsd as 
directing the Board to review on an actual basis rates which had . 


already been so fixed. And there was no reason why the Board should 
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have once again looked at these periods. That the Board has the 


discretion to adopt previous findings and conclusions in such cir- 


cumstances (which it did here) is abundantly clear on numerous case 
ee We Sonne out once again that the findings and con- 
clusions which were adopted had already been based on actual 
experience. The reason for relitigating the findings and conclu- 
sions for the later periods of the rate arose out of the fact that 
they were based on prophecy which actual experience proved to be 
grossly unrealiable. Indeed, in conceding the Boardts discretion 
in not relitigating the other elements of the total rates (such as 
operating costs, ‘revenues, investment base), Delta has as much as 
given away its argument, for the return element is only one of the 
several elements entering into the determination of a mail rate 
and in this respect stands on no different footing (Tr. 2541). In 
any event, as the Board found, a 7 percent return could not be con- 
sidered unreasonable for risk-free open rate periods during which 
the carrier was able to borrow money at a rate of 2.5 percent (and 
the entire industry at 3.5 percent), and the return allowed to 


unsubsidized utility companies averaged under 6 percent (Tr. 2710- 
2711). 


23/ "Due process does not afford a party the right to treat 
as a rehearsal a hearing on the issues for which the hearing was 
adequate." - National Labor Relations Board v. Donnelly Garment Co., 


330 U.S. 219, 220 (197). See also, Georgia Public Service Com- 
mission v. ‘United States, 283 U.S. 765 (1 931); Pittsburgh Glass 


Co. v. National Labor Relations Board, ne Ue $. The (19 Fy; Inter- 


State Commerce Commission v. Jere sare U.S. 503 wenthy 
Grichton v. United States = 76 (S.D.N.X., 19ih), aft. 


nS 
per curiam 323 U.S. 68h (19h5 ya 
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B. Delta's contentions of error in the Board's finding 
a 10 percent return reasonable for certain portions 
of the international and domestic rate periods: 

The Board recognized a 10 percent return for international 
operations during the period December 16, 1950 - July 31, 1952, and 
the same return for offset purposes with respect to damestic opera- 
tions between January 1, 1948 - July 31, 1952. These were the 


periods, of course, for which rates had previously been fixed on | 


@ prospective basis and which the Board undertook to review on an: 
actual basis. Delta's attack on the 10 percent return could perhaps 
be viewed as an attack on the government's generosity, for, as the 
Postmaster General and the Board!s Bureau of Air Operations argued, 
periods which had become risk-free with respect to operating 

results should not be favored with a profit element based on risk 
rete The Board Vso however, that the previous returns 
were fixed on a risk basis and investors were not on notice as to: 
appraisal of the carrier's earnings requirements (as they were for 
the earlier open periods) that the government would absorb the risk 
of loss and would consequently allow a lower profit element (Tr. 2571- 
2573). The Board further held that it had not previously Gaternted 
(nor had this Court) at what point the domestic profits became "excess" 


for offset purposes (Tr. 2513-2544). Accordingly, the Board set out 


24/ The Postmaster General and the Bureau of Air Operations 
urged a 7 percent return for the international operations and no | 
more than 8 percent for the danestic division for offset purposes | 
(Tr. 2543-254), 2573). 
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to determine the return which "is required to enable the carrier to 
maintain its financial integrity, attract capital and compensate its 
investors for the risks assumed, as well as develop to the extent 
required to meet the objectives of the Act" (Tr. 2538). This state- 
ment of what the profit element should cover is certainly in accord 
with all the rate of return cases cited by Delta. And we submit 
that the methods and standards the Board employed in arriving at 

the level of the return, together with the judgment factors which 
necessarily pertain thereto, folly conform to the requirerents of 


25, 
these canes Delta's contentions, as we will show, suffer from 


25/ See, e.g., Federal Power Comission v. Hope Nature! Gas Co., 
320 TS. 59% duh) 


; Mississippi River Fuel 
Commission, 82 U.S. App. 
Gas Light Co. v. Baker 
cert. den. ) U.S. 
Ttilities Comission, 93 U.S. App. D.C. 
cert. den. 540 0.9. 816 (195k). 


All of these cases recognize that the rate-making function 
involves the making of "pragmatic adjustments," and that the regu- 
latory agency is "not bound to the use of any single formula or 
combination of formulae." And as was further said in Hope, 


"x *% * It is not theory but the impact of the rate order 
which counts. If the total effect of the rate order 
cannot be said to be unjust and unreasonable, judicial 
inquiry under the Act is at an end, The fact that the 
method employed to reach that result may contain infirmi- 
ties is not then important. Moreover, the Commission's 
order does not become suspect by reason of the fact that 
it is challenged. It is the product of expert judgment 
which carries a presumption of validity. And he who 
wuld upset the rate order under the Act carries the 
heavy burden of making a convincing showing that it is 
invalid because it is unjust and unreasonable in its 
consequences. * ¥ #"(320 U.S., at p. 602) 


> 
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a failure to consider issues in the full context of the case, and 


the further failure to realize that it is the reasonableness of the 


Board's judgment, rather than the carrier's, which is crucial. 


1. Deltats contentions with respect to the cost of 
capital findings. 


Delta's principal criticism with respect to the five factors 


to which the Board accorded special weight appears to be directed at 
the cost of capital study (supra, p. 1). The data and methods : 
employed in such study, together with the evaluation thereof, are 
essentially detailed in 20 pages of opinion by the Board (Tr. 25h6~ 
2560, 2700-2706). At the very outset, the Board recognized that 
the cost of capital was only one of the considerations in determining 
a fair return; that the techniques of arriving at such a cost involved 
large elements of judgment; and that the results obtained were, shares 
fore, "at best a guide to the proper rate of return rather than an 
automatic solution to the problems posed" (Tr. 2519) In vesii- 
zation of this, the Board, upon finding that the use of the capital 
cost data of any one carrier, or any one group of carriers, was | 
subject tovarious infirmities, decided to employ composite data of 
a number of carriers, On this basis the rates of return were found 
to range from 8.146 to 10.653 percent (Tr. 2558-2560). : 
Delta first contends that the Board erred in the fact that it 


considered cost data of carriers other than the group of seven 


26/ See cases cited at p. 3h, supra. 
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intermediate-size carriers into which C&S fell, and that even with 
respect to the data from the latter group it made an uncalled for 
adjustment. This issue can only be determined, of course, in the 
light of the problem the Board was up against and exactly how it 
went about solving it. On the one hand, there were impressive 
evidence and argument in the record that the earnings-price ratios 
of the Big en the most reliable for determining the 
investors! requirements because they were only negligibly inflated 
by gains from aircraft sales and showed much greater homogeneity. 
Thus, while only 1.67 percent of the Big Four's earnings consisted 
of profits from aircraft sales, 3h.96 percent of the intermediate- 
size carrier earnings were of this nature. Furthermore, while the 
Big Four average earnings-price ratios over the sample period had 
a spread of 6.53 percentage points, those of the intermediate 
“group had a spread of 18.12 percentage points. On the other hand, 
there were impressive evidence and argument that the intermediate 
group of carriers to which C&S belonged sufficiently differed from 
the Big Four in important operating and financial characteristics 
so as to render comparison difficult. What the Board did in this 
dilemma was the same as what is commonly done by private as well as 
public institutions faced with similar dilemmas of financial analysis 
in this imperfect world. It used three separate bases in order to 


afford it "the best foundation to assess informatively the cost of 


27/ American, Eastern, TWA and United. 


7h 
capital needed by C&S": (1) Big Four earnings-price ratios; 
(2) earnings-price ratios of the intermediate group; and (3) earnings- 
price ratios of the intermediate group after excluding the profits 
from the sale of equipment. The first basis produced rates of return 
ranging between 8.387 to 8.567 percent; the second, between 9.19h to 
10.653 percent; and the third, between 8.146 to 8.955 percent (Tr, 
2549-2551, 2558-2560). Having obtained this range of 8.146 to 
10.653 as a "guidepost", the Board turned to a consideration of 

other factors to assist it in fixing upon the exact level of the 
rate of return. : 


We submit that the Board's proceeding on the three different 


bases in the circumstances is unassailable. To insist, as Delta does, 


on confining the Board to a consideration of the ‘unadjusted earnings- 
price ratios of the intermediate group of carriers, alone, is : 
obviously inadmissible in view of the tremendous capital gains 
realized by that. grow during the sample period. We doubt if Are 
evidence is needed for the conclusion that informed investors tend 
to discount this non-recurring type of profit in their appraisal of 
stocks, but the plain fact is that there was such evidence and thie 
Board pointed to it, and further noted that Delta had not pointed to 


28/ 


so much as a "shred" of evidence to. the contrary (Tr. 778, -2701-270)). 


28/ Delta does not question that there was evidence but merely 
suggests that the Burean of Air Operations witness on the matter | 
was not an "expert" (Pet. Br. p. 38, note 1). The fact is, however, 
that he was the Bureau's witness on its entire rate of return cane, 
and no one, including Delta, questioned his qualifications. 
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The Board further noted that the exclusion of capital gains from the 
earnings-price ratios produced more homogeneous results among the 
intermediate carrier group and brought their cost of capital "very 
much in line with that yielded by use of Big Four data" (Tr. 2559). 
In any event, the several results obtained were merely ranges to be 
used as "guideposts", and not as Delta would have the Court believe, 
as axioms, 

The one other complaint Delta makes with respect to the cost 
of capital computations is that the average earnings-price ratios 
of the intermediate carrier group should have been applied to C&S! 
own capital structure rather than to the average capital structure 
of the group. The Board dealt with this claim in eight pages of 
opinion (Tr. 2551-2557, 2700-2701) and concluded that, 

ny % % In view of the relationship between the debt- 
equity ratio and the common-stock earnings-price ratios, 

the mere fact that C&S! capital structure with its 

unusually high equity component is so atypical in com 

parison with that of the intermediate-size carriers 

indicates that using this atypical capital structure 

together with average earnings-price, ratios developed 

from carriers having a different capital composition 

would produce a meaningless result." (Tr. 2554). 29/ 

That there is a substantial and obvious relationship between 


debt-equity ratios and common stock earnings-price ratios has even 


been admitted by Delta, as witness the fact that in its petition for 


29/ The average ratio of equity to debt in the intermediate 
carrier group was approximately 60 percent equity to 40 percent 
debt. C&S! ratio for the period involved was 95 percent equity 
and 5 percent debt. 


- 39 - 
reconsideration to the Board it for the first time (and apparently 
for the last, for it does not urge it here) urged that C&S! own 
earnings-price ratios be used in conjunction with its capital 
structure. Until that time it argued for the application of the 
earnings-price ratios of the intermediate carriers to its own 
structure. This was an obvious effort to lend consistency to its 
insistence that C&S! atypical capital structure should be used. 
Thus, Delta told the Board that, 
"Because of the interrelation of capital structure on 

the one hand, and earnings-price ratios and debt costs, on 

the other hand, it now appears to Delta that it might well 

be more accurate to use the C&S' own earnings-price ratios 

and debt cost in a cost of capital study * * *" (Tr, 

2671). 30/ 

Aside from the question of inconsistency in deriving earnings- 
price ratios from a certain group of carriers and then failing to 
use them in conjunction with the capital structures which produced 
such ratios, the Board found that the airline industry up to the } 


time in question had not reached the stability characteristic of 


gas and electric utilities where rates of return are often based on 


individual capital structures. It concluded that "the lack of 
stability in airline capital structures and the lack of homogeneity 
_ in the earnings-price ratios in the record before us indicate that 


reliance cannot be placed on data of individual carriers as producing 


307 On this basis, Delta came up with no less than a 16.0) per- 
cent return. The Board, of course, rejected any such notion, point- 
ing out that in addition to the wide swings of earnings-price ratios 
within the intermediate group, C&S! average ratio for the period was 
the highest of any carrier in that group by almost two points ‘Tr. 
2700-2701). 


an 


a significant result in terms of accurately depicting the investors! 


31, 
requirements” (Tr. 2552). In this connection, the Board noted 


the inconsistency in the carrier's claim of a 1) or 16 percent return 
when in C&S' fourteen-year history its reported system profit was under 10 
percent and yet it was able to develop tremendously, borrowing —— 
at the exceptionally low rate of 23 percent (Tr. 2532, 2560-2561). 
Contrary to Delta's suggestion, however, the Board did not 
ignore C&S! exceptionally high equity ratio. This factor played a 
part in inducing the Board to provide C&S "with a higher than usual 
rate of return” (Tr. 2551-2552, 2556, 2571-2572). It must be 
remembered that the 10 percent return allowed by the Board was at 
the top end of the 8.16 to 10.653 percent range produced by the 
cost of capital study. 


2 The Board only a short time before rejected an argument for 
a differentiated return in a comparable case, stating, 


"% % + While the debt-equity ratio is undoubtedly.a 
factor which investors considered in determining the value 
to be placed upon an equity offering, it is only one of 
many such factors, and there is no evidence in the record 
that the airline common stock earnings-price ratios vary 
directly with changes in the equity-debt ratio * * x", 
Transatlantic Final Mail Rate Case, 19 C.A.B. 464, 511, 
Si2 (195k). 


a 


2 Deltals contentions with resect to other 
actors the Bo considere re 

The factors which the Board considered in addition to the cost 
of capital are treated in 13 pages of opinion (Tr. 2560-2569, 270-2708) 
None of these factors was capable of being measured with mathenatical 
precision, and the Board did not attempt the futile task, Rather, 
it attempted to discover from a consideration of them indications as 
to the best point in a permissible profit range at which C & St rate 
of return should be fixed, We shall show that Delta's attack on 
how the Board dealt with several of these factors has no merit. © 

Delta urges as irrelevant the Board's considerations (1) that 
over the Ujyear history of the trunkline industry, the reported 
earnings were 8.6 percent, and yet the industry experienced tremendous 
growth, without any umusual difficulty in securing necessary financing; 
(2) that C&S, itself, reported a return of 9.9 percent over this 
period and enjoyed equally spectacular growth, with no greater dif= 
ficulty in securing financing for aircraft replacement, and that, its 
sale price at the end of such period was $2,750,000 in excess of book 


2 
value; and (3) that even during the period 1938-19),6 when C & St 


reported earnings were only 2.62 percent, its investment rose from 
$177,000 to $3,583,000, and the stockholder equity rose from $127,000 
to $3,00,000 (Tr. 2560). Delta says that consideration of the 8.6 


32/ Even if the $1,795,000 payback the Board ordered is sub- 
tracted, the amount over book value would still be about $1,000,000. 
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percent return for the industry was irrelevant. because of the presence 
of the Big Four in the computation, True, the Big Four were not 
entirely comparable to the intermediate group, but the 8,16 percent 
return as a composite figure was certainly valuable as a guidepost, 
just as the Big Four earnings-price ratios were- found valuable in the 
cost of capital study. fs a matter of fact, the Board here gave 

C&S a 10 percent return, thus adding 1.) points to the 8.6 figure 
(Tr. 2705} and it should be borne in mind in this connection that 

C & S was able to get all the debt and equity financing it needed on 
less than. a reported 10 percent return, and as a matter of fact borrowed 
money at more favorable interest rates than the average for the trunk- 
line industry. . 


Delta also maintains that there is an irreconcilfability in the 


Board's citing the industry's 8.6 percent and C & S* 9.9 percent re- 


ported historical earnings and the fact that the ordered payback of 
$1,795,000 would reduce C & S* Lj-year earnings to 5.7 percent. ‘The 
obvious answer is that the Board is not here fixing a rate for a lhe 
year period, but only for about 6 years. The citation of lyear 
reported earnings was only by way of an indication that investors were 
not shying away from a return of less than 10 percent. The rate here 
is not open all the way back to 1938, but only from November 1, 1946. 
Certainly Delta cannot seriously claim that the Board can, let alone 
mst, in the instant rate make up losses of past, closed periods, 
whether this be done directly or indirectly through an increase in the 
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rate of return (Tr. 2563-2565) 2 If the payback results in a 5.7 
percent return for C & S' entire history, that cannot be the fault 
of the rate fixed herein, for under that rate C & S receives a 7 | 
percent return for part of the period involved and 10 percent for ‘the 
rest. Delta certainly cannot expect the Board to make up here for 

C & S' 2.62 percent earnings between 1938 and 1946, whether such low 
earnings were the result of disallowances for imprudent management, 
or the failure to open its rates in time, or for any other reason, 
Nor, for equally valid reasons, has Delta a right to expect that the 


Board fix a rate of return for the period here in question which will 


put C & S' earnings even with the other intermediate carriers. The 
fact that the other carriers showed higher earnings was not at all 

the result of higher rates of return fixed by the Board, As pre= 
viously noted (supra, pp. 30-31), the Board in its entire history had 
never fixed higher rates of return for any carrier than it fixed ieretae 
That some have actually bettered the estimates made in the prospec= 
tive rates fixed for them is no proof that they "needed" the extra 
earnings. (Tr. 2565, 2705). ‘The job of the Board here was to deter- 
mine need" as applied to C & S, rather than to determine how 


ED 


33/ ‘Transcontinental & Western Air, Inc. v. Civil Aeronautics 
336 TeSe COL (INL9)~ 


ee 
YY, 


Finally, we come to Delta's attack on the Board's considering" “ 


mich was required to make C&S as prosperous as other carriers. 


ite conservative depreciation policy as adding to the financial a8 
strength of air carriers and thus creating a more favorable market'~” 
for needed financing. The fact that the Board had such a policy and 
that it allowed relatively fast write-offs of equipment is not dis~ 
puted by Delta, While the Board could not evaluate this policy quan- “ 
titatively; “it nevertheless considered it a plus factor which not ~ 
only served to minimize the risk of loss on disposition of equipment ~ 
but opened the way to capital gains -- matters which are certainly 

not distasteful to prospective investors, Furthermore, the Board took 
note of something that every businessman knows, that the faster the 
write-off can be made, the shorter need be the period for repayment 

of equipment loans, thus making for greater ease “in obtaining loans ee 
and-a saving in total interest expense (Tr. 2706-2708). This, too, ° 


3u/ Summerfield v. Civil Aeronautics Board, supra; American 
Overseas Airlines v. Civil Aeronautics Board, supra. 


To the extent that Delta disclaims the argument.that it is 
entitled to be made as prosperous as other carriers and merely 
contends that the earnings of other carriers should have been 
considered (Pet. Bre pe 3, note 3), the Board, of course, cone 
sidered such earnings along with the results of the capital cost 
study and all the other factors, as shown in this Part IT of our 
brief. : 


% 


35/ The Board did not say, as Delta suggests it said, that this 
also made for a lower rate of interest (Pet. Bre p. hS). We would 
venture, however, that had the Board said this, it would only be 
recognizing the notorious fact that the length of the term of a loan 
affects the interest rate. 
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is obviously attractive to investors. In this connection, the Board 
again noted the low interest rates at which the airlines were able to 
borrow money during the period here involved, and especially pointed 
to C & St 2.5 percent rate which was a point lower than the average 
rate which the Big Four paid (Tr. 2707, note 10), | 


Delta says in effect that all this was irrelevant here, because 


the Board was dealing with a past period and therefore all these 
advantages had already been specifically accounted for once. But , 

as the Board pointed out, it was not considering with respect to this 
factor such things as capital gains which had actually been treated 
as revenue going to a reduction of the operating deficit, but rather 
the effect of the conservative depreciation policy on the over-all; 
strength of a carrier and its consequent greater attractiveness to, 
prospective investors (Tr. 2706=2707), The fixing of a rate of return 
for a past period is not like determining aircraft operating costs or 
the president's salary. The inducements to investors are many, varied, 
‘and often intangible. None of them can be measured precisely, endl 
some, Like the one here in question, can only be considered in terms 
of "plus" or "minus", That is all the Board did here, In struggling 
with the problem of fixing the precise level of the return among : 
several permissible Levels in a "zone of reasonableness," we submit 
that the Board was entitled to consider, among many other factors, 

its attractive-to-investors depreciation policy. ! 
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CONCLUSION 


The Board's order should be affirmed. 
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Statutes: 


Federal Aviation Act of 1958, Section 406, 72 
Stat. 763, 49 U.S.C. Sec. 1376 


In THe 
United States Court of Appeals 


For tHe District or CoLtumsBra Crecurr 


No. 15,084 


Dera Arm Lives, Inc., 
Petitioner 
v. 


Civ. Azronavtics Boarp, 
Respondent 


On Petition for Judicial Review of Orders of the 
Civil Aeronautics Board 


REPLY BRIEF FOR PETITIONER 


The Brief of Respondent has failed to support the 
validity of the action of the Board in the case below. It is 
largely confined to a review of the Board’s Opinions with- 
out effectively answering the challenges advanced in 
Delta’s Brief. Accordingly, Delta’s Reply herein will only 
seek to clarify the few matters in Respondent’s presenta- 
tion warranting attention. 


I. Respondent has misconceived the “authority and 
duty” of the Board in the remanded proceeding to 
retroactively revise a prior unchallenged rate deter- 
mination upon which there was substantial and justi- 
fied reliance. 


A. Contrary to Respondent’s contention this Court 
did not direct the Board to make any such retro- 
active revision. 


Respondent’s principal contention in support of its po- 
sition that this Court’s mandate required the retroactive 
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redetermination of C&S’ international mail rate for rea- 
sons other than “offset” may be quickly disposed of. Re- 
spondent points to the fact that having set aside Order 
No. B-5793 in its entirety, 


“_ .. this Court in its opinion setting aside the order 

expressly directed the Board ‘to determine and fix 

the rate’ (207 F. 2d, at p. 210).” (Res. Br. p. 18) 
But that is not what the Court directed the Board to do. 
This Court ordered the case remanded with directions 


“to determine and fix the rate im accordance with this 

opinion.” (Emphasis supplied) 207 F. 2d, at p. 210. 
The “opinion” to which the Court referred dealt solely 
with the question of whether alleged excess earnings from 
C&S’ domestic division should be “offset” against the in- 
ternational mail rate because “offset”? was the sole ques- 
tion raised, argued, and decided on appeal. The refer- 
ences in this Court’s opinion to the statutory standard of 
“need” upon which this Court based its “offset” decision 
cannot be construed as also directing the Board to act 
upon matters of which this Court was totally unaware at 
the time of its decision. 


It was obviously necessary for this Court to set aside 
the order establishing the international mail rate in order 
that the Board could thereafter set a new rate reflecting 
the Court’s “offset” decision. Such action, however, did 
not constitute a directive to consider other matters not be- 
fore the Court for decision. 


B. The Pottsville line of cases upon which Respond- 
ent relies does not supply the authority asserted. 


Respondent has argued that even if it was not directed 
to retroactively redetermine the level of C&S’ internation- 
al rate for reasons other than “offset” by this Court’s 
mandate, it was “free” to do so under FCC v. Pottsville 
Broadcasting Co., 309 U. S. 134 (1940). (Res. Br. pp. 20- 
21) 
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Delta has demonstrated at pp. 14-19 of its Brief that 
there is no justification whatever for an automatic and 
generalized application of. the Pottsville doctrine to this 
case. Pottsville is no authority for the proposition that 
the Board may{quietly stand by for a substantial period 
of time while a merger is effected which it formally ap- 
proves, millions of dollars worth of bank loans are con- 
summated, and representations are made to the public in 
security issues, and then challenge a theretofore unques- 
tioned mail rate determination upon which there has been 
substantial reliance.) 


The other Pottsville type cases cited by Respondent 
are similarly inapplicable. Thus, respondent apparently 
intends that this Court should give considerable signifi- 
cance to the following quotation set forth at page 17: 


“. .. After the remand was made, therefore, the 


Commission was bound to deal with the problem 
afresh, performing the function delegated to it by 
Congress . . .” SEC v. Chenery Corporation, 332 
U. S. 194, 201 (1947). 


But the “‘problem” with which the Commission was 
bound to deal “afresh” was the very point upon which 
reversal occurred. Further, there could not have been, 
nor was there any reliance upon any aspect of the original 
decision of the Commission? The Chenery case, there- 


1In the first appeal, the Court held that the conclusion reached 
by the Commission, in connection with a reorganization plan, to 
treat management differently from other preferred shareholders, 
was not supported by the grounds on which the Commission re- 
lied. On remand, the Commission reached the same conclusion but 
gave different grounds for doing so. The Court sustained the 
ission, pointing out that after the first appeal “. . . when 
the case left this Court, the problem whether Federal’s manage- 
ment should be treated equally with other preferred stockholders 
still lacked a final and complete answer.” 382 U.S. 194, 200. 


2As noted in the preceding footnote, the Commission in the 
second proceeding merely reaffirmed the determination adverse to 
Federal’s management which it had reached in the first proceeding 
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fore, controls the instant case only in holding that the 
Board had the duty on remand to consider afresh the 
problem of the “offset” of earnings under the domestic 
rate from the international rate, which was the point 
considered on appeal. It is not authority for the propo- 
sition that the Board could consider afresh other prob- 
lems which could have been raised before the Board many 
years before, which were not brought up for judicial re- 
view, and where there had been substantial and justified 
reliance. 


Fly v. Heitmeyer, 309 U. S. 146 (1940) and Easton Pub- 
lishing Co. v. FCC, 87 App. D.C. 344, 185 F. 2d 987 
(1950), cited by Respondent at pp. 21-22 of its Brief, are 
similar to Chenery in holding that the administrative 
agency can hear new evidence on the very issue which has 
been remanded to the agency for reconsideration.” 


Respondent has also sought to meet the challenge of the 
Dissenters below (Tr. 1775), and of Delta in its Brief at 


p. 17, that the Majority failed to cite a single case where 
Pottsville had ever been applied to the specialized mail 
rate provisions of Section 406 of the Federal Aviation 
Act, or, indeed, to any rate proceeding. It has located a 
decision of the North Dakota Supreme Court from whose 
opinion it has quoted at length at p. 24 of its Brief? 


but on different grounds. Since the Commission only reconsidered 
the very determination which had been challenged, there could not 
possibly have been any reliance even if the Commission had re- 
versed its prior determination. 


1 The significance of the other cases cited by Respondent in foot- 
note 15 on p. 22 completely escapes Delta. FPC v. Idaho Power 
Co., 344 U. S. 17 (1952) held that once a reviewing court has found 
error, it must refer the case to the administrative agency for 
further proceedings and cannot itself draft the terms of the cer- 
tificate to be issued. Scripps-Howard Radio, Ine. v. FCC, 316 U. S. 
4 (1942) held that the Court of Appeals had the power to stay an 
order of the Commission pending determination of an appeal 
taken under Section 402(b) of the Federal Communications Act. 


2 Northern States Power Co. v. Public Service Comm'n, 73 N.D. 
211, 18 N.W. 2d 779 (1944). 
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That case is not in point. There was no reliance upon 
@ prior administrative determination. At the time of the 
original appeal the utility deposited in a court fund all 
sums collected in excess of the rate fixed by the Commis- 
sion. Obviously there was nothing upon which the utility 
could thereafter rely until completion of the case. It could 
not spend the fund. It could not purchase equipment or 
issue dividends or do anything else on the basis thereof. 
In the case below the level of C&S’ “future period” inter- 
national rate was determined as reasonable by the Board, 
unchallenged by any party before the Board or this Court, 
paid by the Postmaster General, and relied upon by 
C&S, Delta, banks and the public in essential financial 
transactions for a period of many years. 


Delta contends that the principle expressed by the Su- 
preme Court in Arizona Grocery Co. v. Atchison T. and 
S.F. Ry., 284 U.S. 370 (1932) controls this aspect of the 
ease below, not the decision of the North Dakota Supreme 
Court relied upon by Respondent. (See Pet. Br. p. 18) 
Administrative regulation in the rate field demands con- 
fidence in the integrity of unchallenged, and relied upon, 
rate determinations. Such determinations may not be 
retroactively revised many years later in a proceeding 
remanded on an unrelated point. 


C. Respondent’s contention that the Board was com- 
pelled to act as it did below is erroneous. 


Respondent is inconsistent. Having argued that the 
Board was “free” to retroactively redetermine C&S’ in- 
ternational mail rate on remand for reasons other than 
“offset”? (Res. Br. pp. 20-24), it then promptly proceeds 
to destroy that freedom by arguing that failure to do so 


“. . . would be in contravention of the decisions of this 


Court and the Supreme Court, or would be an abuse of 
discretion in the exercise of its statutory responsibili- 
ties.” (Res. Br. pp. 25-28). 
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Delta contends that assuming the Board was “free” to 
take the action it did below, it was not compelled to do 
so. Respondent’s argument to the contrary is erroneous. 


The extent of Respondent’s error is best seen from 
the standpoint of an important fact of this case to which 
Respondent does not refer even once in its Brief, but to 
which both the Dissenters to Order No. B-10593 below, 
and Delta in its Brief to this Court, gave considerable 
significance. That fact is that the issue of the level of 
earnings under the international rate (apart from the 
“offset”? of domestic earnings against the international 
rate) could have been raised before the Board and before 
this Court but was not raised. At the time C&S’ future 
rate, effective December 16, 1950, was established in Octo- 
ber of_1951, there were actual operating results available 
giving both the Board and the Postmaster General notice 
of how earnings would run under the proposed rate. (Pet. 
Br. 45, 8, 1415, 17, 23-24). And, as the Dissenting Mem- 
bers pointed out, as of January 18, 1952, when the Board 
finally disposed of the case on reconsideration, some 13 
months after the beginning of the future period rate on 
December 16, 1950, the Board had operating results avail- 
Se ee Br. 
1415, 23-24). Accordingly, e Board and the Post- 
master General had actual results available to them at 
the time of the final decision in this case giving them 
notice of how earnings would run under the future rate. 
The Board, however, allowed the rate to go into effect 
and took no action to reopen it until July of 1952. 


The error of Respondent’s first contention supporting 
its “compulsion” argument is demonstrated from the fore- 
going facts. Starting from the premise that by the time 
this Court decided the case, the forecast upon which the 
“fature” international rate had been set could be “tested 
by actual experience”, the Respondent concludes that a 
“eorrect construction” of the judicial decisions reversing 
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the prior order reveals an intention that the international 
rate be tested by such actual experience just as the Court 
intended that possible “offset’? earnings under the domes- 
tic rate be determined from such actual experience (Res. 
Br. p. 25) Respondent’s initial premise is wrong. The 
forecast upon which the “future” international rate had 
been set could have been “tested by actual experience” 
long before this Court decided the case. As noted above, 
there was notice of how the level of earnings would run 
under actual operating results at the time of the Board’s 
decision in the case. Nevertheless, no challenge thereto 
was made either before the Board or this Court. Re- 
spondent’s conclusion drawn from this incorrect premise 
is also wrong. In the absence of any challenge to the 
level of the international rate (other than ‘‘offset”), it is 
impossible to say that this Court’s opinion can be con- 
strued as issuing instructions on matters of which it was 
totally unaware. 


Respondent’s second contention in support of its “com- 
pulsion” argument is similarly without merit. Respond- 
ent argues that the Majority’s conclusion in Order No. 
E-10593 that it would be an abuse of discretion to allow 
C&S to retain a 36% rate of return on its international 
division ($1,000,000 more than earnings would have been 
under a 10% return), is “unassailable” under West Ohio 
Gas Co. v. Public Utilities Commission, 294, U.S. 79 
(1935). (Res. Br. pp. 26-27) 


Inasmuch as Respondent’s contention, and the Major- 
ity’s finding, rest upon the West Ohio case (Tr. 2612), 
the level of earnings experienced under that rate’ recited 
by Respondent and the Majority is not relevant to the 
point. This is so because if the West Ohio case was ap- 
plicable to the remanded proceeding below, then the Board 
was required to redetermine the rate on the basis of 
actual operating results regardless of the level of 
earnings. 
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Before discussing the West Ohio case, however, it is 
necessary to make some parenthetical observations about 
the citation of the 36% rate of return lest this Court be 
tempted to give it any special significance. The return 
cited is not a relevant or valid figure in any respect. 
First of all, it was a return for only a short 19% month 
period of peak earnings. As such, it is meaningless, 
because, as the Board itself has held repeatedly, in deter- 
mining the reasonableness of earnings, “consideration 
should be given to total results over a reasonably ex- 
tended period.” American Airlines, Mail Rates, 3 C.A.B. 
323, 346 (1942). Indeed, in its decision following the re- 
opened hearings below the Board itself did not try to 
determine the reasonableness of C&S’ earnings by looking 
solely at this short period. Second, it was a return for 
the international division alone and not for the carrier 
“as a whole” which this Court in the prior judicial ap- 
peal indicated was the only significant rate making unit. 
In this connection it might be noted that C&S’ rate of 
return experienced on its domestic operations (a neces- 
sary consideration in determining the overall ‘‘need” of 
C&S) was substantially below that which the Board per- 
mitted other carriers to make during approximately the 
same period? When C&S’ earnings are considered on 
both divisions for a period at least as long as the period 
covered by the rate order set aside by this Court (No- 
vember 1, 1946 through July 31, 1952), C&S’ experienced 
a 14% return on investment, which is an entirely differ- 
ent picture than that received from citing a 36% return 


1 Appendix B, to Order No. E-14567 (Tr. 2720-2721) demon- 
strates the following return of the seven intermediate size carriers 
(including C&S) : 

Return on Investment 


Intermediate 
Group 
20.86% 
20.77% 
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for one piece of the carrier’s operations for only a part 
of the time. Further, the return for even this truncated 
part of C&S’ operations came as no surprise when it is 
recalled that when the Board finally decided the case in 
January of 1952, it had available to it at that time actual 
operating results for a substantial portion of the “future” 
period which gave notice of C&S’s actual earnings. There- 
fore, when the Majority in Order No. E-10593 purported 
to challenge the level of C&S’ actual earnings for this 
period some five years later, it was basing that challenge 
upon operating results which were, in part, available to 
the Board at the time it originally permitted the rate to 
go into effect. 


However, as noted above, the only relevant considera- 
tion to the question of whether the Board was compelled 
to retroactively redetermine the level of earnings under 
C&S’ international mail rate is whether the West Ohio 
case is relevant. Delta submits that neither the West 
Ohio case nor the Western Air Lines Case* from which 
Respondent quotes at p. 28 of its Brief, are applicable to 
this case in this respect. These cases hold that in the 
initial stages of a rate proceeding an agency cannot in- 
tentionally ignore known facts. Delta does not dispute 
that contention. But these cases do not hold that, in a 
remanded proceeding, a prior rate determination which 
could have been, but was not challenged and upon which 
there was substantial and justified reliance, may be retro- 
actively revised. Neither West Ohio nor the Western Air 
Limes case was a remanded proceeding. Nor did they in- 
volve an attempt to revise a prior unchallenged and relied 
upon rate determination.” 


1 Summerfield v. CAB, 92 App. D.C. 248, 207 F.2d 200 (1953), 
aff'd. sub nom, Western Air Lines, Inc. v. CAB, 347 U.S. 67 (1954). 


2 The other cases cited by Respondent in footnote 18 at p. 26 of 
its Brief are similarly inapplicable: United States v. Morgan, 313 
U.S. 409 (1941); McCart v. Indianapolis Water Co., 302 U.S. 419 
(1988) ; Smith v. IUinois Bell Telephone Co., 282 U.S. 188 (1980) ; 
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Delta submits that if the Board was “free” to make @ 
retroactive redetermination of C&S’ international mail 
rate on remand for reasons other than “offset”’, then it 
was at least not compelled to do so, as Respondent con- 
tends. NLRB v. Donnelly Garment Co., 330 U.S. 219, 
228 (1947) holds that absent a provision in a remand 
requiring a de novo proceeding, there is no requirement 
to reopen an issue as to which the administrative agency’s 
ruling was left unassailed by the Court. (Pet. Br. p. 20). 
Nowhere in its Brief does Respondent indicate why the 
Donnelly Garment holding is not applicable to this case. 
Further, the principle of ICC v. Jersey City, 322 US. 503 
(1944), which has been applied in remanded proceedings, 
as well as in initial administrative proceedings, and which 
has been applied in rate proceedings as well as to other 
forms of administrative action, holds that the question 
of whether the circumstances of a particular case justify 
taking more recent evidence is one exclusively for agency 
discretion. (Pet. Br. pp. 21-22) 


D. The Board’s decision cannot be supported as a 
lawful exercise of discretionary authority. 


Delta contends that even if the Board had discretion, 
its decision below to retroactively redetermine C&S’ in- 
ternational mail rate on remand for reasons other than 


Alabama Public Service Commission v. Southern Bell Telephone 
and Telegraph Co., 269 Ala. 361, 133 So. 2d 503 (1959). In all of 
these cases the very issue considered on remand was the same as 
that on appeal. Further, with the exception of the McCart case, 
all the cases, like the North Dakota decision cited by Respondent 
and discussed at p. 4, supra, involved a fund into which excess 
charges were paid pending appeal, or a bond, where there ob- 
viously could not possibly be any reliance. Nor did the McCart 
case involve any reliance. The intrastate rates set by the Com- 
mission went into effect and the company attacked them as con- 
fiscatory. The only function which the federal courts could per- 
form on’ review was to determine whether the rates were con- 
fiscatory and, if so, to order the state commission to increase 
them. There was no possibility for a reduction in the rates which 
the company was charging. 
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“offset” cannot be supported as a lawful exercise of dis- 
eretionary authority under the circumstances of this case 
and therefore, there is no point in remanding the case to 
the Board for an exercise of such discretion to replace 
the previous erroneous finding of compulsion. (See Pet. 
Br. 23-24 citing at length from the history of this case 
set out in the Dissenting Opinion to Order No. E-10593 
demonstrating that the level of the international rate was. 
not challenged either before the Board or on appeal to 
the courts although actual results for a substantial por- 
tion of the period involved were available; that the Post- 
master General, relying upon the finality of the rate, paid 
the entire amount to the carrier; that C&S and Delta 
relied upon the finality of the rate in their negotiations 
for a merger which was approved by the Board; that 
Delta, after the merger, relied upon the finality of the 
rate in its financial statements, in its dividend policy, 
and in its corporate financial affairs; and that the car- 
rier’s financial backers relied upon the finality of the 
rate in advancing loans to the carrier for equipment 
purchases.) 


Respondent has made no effort whatever to respond 
to this argument except in one limited respect. At pp. 
28-29 of its Brief it has referenced one instance advanced 
by the Dissenters and Delta of substantial reliance upon 
the prior, unchallenged aspects of the C&S’ rate deter- 
mination with respect to the Delta-C&S merger. Respond- 
ent points to the Board’s finding in Order No. E-13518 
that it cannot be conclusively demonstrated that the mer- 
ger would not have taken place had the possibility been 
considered at the time of the negotiations of a retro- 
active redetermination of the international rate for rea- 
sons other than “‘offset.’? While Delta obviously disagrees 
with this finding, it is irrelevant to the point at hand. 
Respondent does not deny that the merger price reflected 
reliance on the finality of the international mail rate ex- 
cept as to “offset,” and that the merger, including the 


12 


merger price, was approved by the Board. Respondent’s 
citation of one paragraph from the merger approval de- 
cision of the Board gives a completely erroneous im- 
pression. (Res. Br., p. 29) The paragraph cited clearly 
and unambiguously states that approval should not be 
considered as authorizing an augmentation of the invest- 
ment of the combined carrier, or as determining the rea- 
sonableness of costs or charges relating to the proposed 
merger. It did not, as Respondent would imply, have 
anything whatever to say on the subject of redetermina- 
tion of a prior rate determination of one of the constitu- 
ent carriers, C&S. Furthermore, as Respondent states 
on page 4 of its Brief, “there is no issue as to the in- 
vestment base.” 


E. The carriers’ substantial reliance upon the prior 
unchallenged rate determination was completely 
justified. 

Respondent, at page 29 of its Brief, seeks to negate 
the substantial and justified reliance elements involved 
‘in this case by referring to the parties’ action and reli- 
ance as “ill-founded.” However, Delta submits that it 
was not “ill-founded” to rely upon the level of the inter- 
national rate when the issue of redetermining the inter- 
national rate was never raised until four days before the 
oral argument in the remanded proceeding on the “offset”’ 
issue, and some five years after the Board had established 
the international rate. Delta is told that when the Post 
Office Department appealed the order establishing that 
rate exclusively on the “offset’? question, Delta should 
have been immediately on notice that every other con- 
clusion reached by the Board in that case became worth- 
less and subject to change by the Board at a later date. 
Delta is told this is so, not because any party appealed 
any other issue (although they could have done so) and 
mot because of any federal judicial decision compelling 
such a retroactive rate adjustment under circumstances 
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such as those present in this case (because none is cited) 
but because of a reading of this Court’s mandate as con- 
taining instructions on a matter of which it was totally 
unaware at the time of judicial review, and because of a 
theory constructed from: language in the opinion in the 
Pottsville case, an FCC license proceeding, and the West 
Ohio case. Delta wonders why, if this conclusion was so 
clear and obvious to everyone, except Delta, the issue of 
redetermining the international mail rate of C&S for rea- 
sons other than “offset” was never raised by the Post- 
master General, was never raised by the Board’s staff 
conducting the remanded hearing, was never raised by the 
Board’s Hearing Examiner, and was never raised by the 
Board itself until the 11th hour of the remanded proceed- 
ing dealing with the “offset” question. Such circumstances 
confirm Delta’s contention that the Board was without 
legal authority to reconsider the level of the international 
rate for reasons unrelated to “offset.”’ 


II. Respondent has not made the required subsidiary 
findings to support the Board’s ultimate finding of 
the rate of return needed by C&S. 


A. Respondent has misconceived the Board’s statu- 
tory duty and past practice. 


Respondent views Delta’s challenge to the Board’s deci- 
sion below on the rate of return issue “as an attack on 
the government’s generosity.” (Res. Br. p. 33) This case 
has nothing whatever to do with the “government’s gen- 
erosity.” It is concerned with C&S’ statutory “need” for 
a reasonable rate of return under Section 406 of the 
Federal Aviation Act. The establishment of a reasonable 
rate of return, like any other element of “need,” must be 
grounded upon valid subsidiary findings which are based 
on probative evidence of record and which rationally sup- 
port the conclusion for which they are cited. (See cases 
cited at Pet. Br. p. 31). The failure to make such valid 
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findings may not be repaired by a recitation of “judg- 
ment” considerations. The Supreme Court has declared 
that FPC v. Hope Natural Gas Co., 320 U.S. 591 (1944) 
is not “. .. so vague and devoid of meaning as to render 
judicial review a perfunctory process. It is a standard 
of finance resting on stubborn facts.” Colorado Inter- 
state Gas Co. v. FPC, 324 U.S. 581 (1945) 


Respondent has noted that Delta has not indicated to 
the Board or to this Court the precise rate of return on 
investment which it considered to be reasonable for C&S 
for the period in question, but has simply contended that 
C&S’ experienced rate of return of 14% for that period 
was reasonable. (Res. Br. p. 30). Respondent is abso- 
lutely correct. As the Respondent itself agrees, there 
can be “several permissible levels in a ‘zone of reasonable- 
ness’... .” (Res. Br. p. 45). Delta demonstrated that 
C&S’ experienced rate of return of 14% was within the 
zone of reasonableness by applying established and ju- 


dicially approved rate-making tests to C&S’ actual system 
earnings.’ It did mot follow the artificial approach of the 
Board in setting precise rates of return for selected por- 
tions of the period covered by the rate order set aside 
by this court and declaring that all earnings in excess of 


1 For example, Delta demonstrated in cost of capital studies 
prepared without the hypothecation of the Board’s studies that 
C&S’ cost of capital was between 14% and 16%. (Tr. 1985 and 
Tr. 2682). Further, applying the Board’s decision in American 
Airlines, Mail Rates, 3 C.A.B. $28, 346 (1942), p. 8 supra, that 
in determining the reasonableness of earnings consideration should 
be given to the total results over a reasonably extended period, 
Delta demonstrated that C&S’ earnings had been modest. (Tr. 
2334). Also, applying the test of Bluefield W.W. & Impr. Co. v. 
Public Service Comm'n, 262 U.S. 679, 692 (1923) that a “public 
utility is entitled . . . to earn a return . . . equal to that gen- 
erally being made at the same time . . . on the investments in 
other business undertakings which are attended by corresponding 
risks and uncertainties . . .”, Delta demonstrated that C&S’ earn- 
ings had been equal to, or lower than, those of comparable car- 
riers. (Tr. 2335. See, also, Pet. Br. p. 43). 
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such specific, rigid percentage were not “needed’’ by C&S 
and were subject to recapture. 


Respondent further argues that Delta’s contention that 
C&S’ experienced rate of return was reasonable is “un- 
dermined” by prior Board practice in that (a) the rates 
of return previously allowed C&S were 7% (past periods), 
8% (domestic future periods), and 10% (international 
future periods), and (b) in the 14 year history of the 
Board no carrier has been allowed more than these speci- 
fied rates of return. (Res. Br. p. 30). 


Respondent is completely in error. The Board’s con- 
trol over the earnings “needed” by air carriers has been 
far broader than Respondent has indicated. This is so 
in two respects. 


First, the Board has established incentive “sliding 
scale”? mail rate formulae designed to yield a specified 
rate of return if actual results exactly conform to the 
forecast, but to yield a higher rate of return if the car- 
rier is able to increase traffic or achieve economies. Under 
these sliding scale formulae the Board specifically recog- 
nized that carriers could obtain up to a 26% rate of 
return.’ Specifically, both of C&S’ future domestic rates 
involved in the case below (Orders Nos, E-1825 and E- 
5955) were incentive sliding scale rates designed to yield 
more than the stated rate of return. Order No. E-1825 
stated that the rate was designed to “ .. allow a pro- 


1The Board contemplated the following maximum rates of re- 
turn in sliding scale mail rates fixed for other carriers: Braniff- 
Domestic (18.8%), 9 C.A.B. 607, 633 (1948); Delta (26.4%) 9 
C.A.B. 645, 662 (1948) ; Mid-Continent (19.7%) 10 C.A.B. 206, 222 
(1949); Western (14.7%) 10 C.A.B. 285, 296 (1949); Inland 
(15.2%) 10 C.A.B. 308, 308 (1949); Capital (15.8%) 10 CAB. 
705, 736 (1949); Continental (19%) 11 CAB. 487, 505 (1950): 
Southwest (16.55%) 14 CAB. 185, 189 (1951); Continental 
(13.68%) 14 C.A.B. 1186, 1142 (1951) ; Colonial-Domestic (26.1%) 
15 C.A.B. 279, 321 (1951); Colonial-Domestic (17.88%) 16 C.A.B. 
578, 585 (1952). 
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gressive increase in the profit earned by C&S” with “in- 
creases in the passenger load factor”’ and to allow “‘.. . 
economies which the carrier’s management succeeds in 
accomplishing through effective cost controls or improved 
operating procedures” to “inure to the carrier in the 
form of higher earnings.”* The subsequent domestic 
rate was designed to “. . . provide the carrier with in- 
centive, in the form of higher profits, to develop addi- 
tional traffic and to attain even greater efficiency in 
operations.” ? 


Second, the Board has a control over earnings by de- 
clining to reopen a closed rate. In this way it has allowed 
carriers to make substantially higher returns than those 
named by Respondent above. For example, Appendix A 
to Order No. E-14567 (Tr. 2720) contains the following 
average actual return on investment of the 7 interme- 
diate carriers, including C&S: 


1950 17.08% 

1951 20.86% 

1952 20.77% 

1953 13.37% 
These figures alone should indicate the unrealistic nature 
of Respondent’s contention that no carrier has been 
“sllowed’? more than a 7%, 8%, or 10% rate of return 
by the Board. 


Even if Respondent’s point with regard to the Board’s 
past policy were correct, which it is not, it would still 
be irrelevant. As the Board itself said in Order ‘No. 
W-13518 below (Tr. 2621) : 


_ “The development of the earnings element to be 
included within the need of an air carrier is not a 


1Chicago & Southern Air Lines, Inc., Mail Rates, 9 C-A.B. 786, 
811-82 (1948). 


Oscar C&S, Robinson, Mail Rates, 14 CAB. 1074, 1112 
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process whereby through predetermination or policy 
a particular rate can suddenly assume lawful stature. 
_.. A rate of return, like any other element of 
‘need,’ must be determined after proper notice and a 
hearing in which evidence is adduced and weighed 
and in which established principles of rate-making 
must be employed.” 
The “need” of C&S must be based upon facts of record 
relating to that carrier, and may not be controlled by any 
Board “policy” with regard to other carriers for other 
periods. Western Air Lines, Inc. v. CAB, 347 U.S. 67 
(1954); State Corp. Comm’n of Kansas v. FPC, 206 F. 
24 690 (Sth Cir. 1953), cert. den’d 346 U.S, 922 (1954). 


This is nothing more than common sense. If, as both 
Respondent and Delta agree, the primary determination 
of a reasonable rate of return “‘needed” by an air carrier 
is whether it yields sufficient earnings to cover its cost of 
capital, it would be unthinkable, for example, to give a 
carrier with an investment consisting of almost nothing 
but debt upon which it is paying 4% interest, a 10% rate 
of return on investment just because that is what has 
been allowed other carriers. On the other hand, it would 
be equally unthinkable, in Delta’s opinion, to give a car- 
rier such as C&S a 7% or 10% rate of return just because 
that is what has purportedly been allowed other carriers 
if, as was the case, C&S was in the unique position of hav- 
ing an investment consisting of 95% high cost equity 
acquired pursuant to Board encouragement. (Pet. Br. pp. 
33-37) In not one of the detailed Appendices to the 
Board’s Order No. B-13518 dealing with the cost of capital 
question does the Board itself even suggest that any air 
carrier or group of air carriers had a cost of equity as 
low as 7% or 10%. (Tr. 2629-2661) Further, Respondent 
has mot met Delta’s challenge that C&S’ actual earnings 
could not possibly be lawfully reduced by the Board in 
the light of the fact that other comparable carriers with 
less high cost equity than C&S, experienced higher rates 
of return than did C&S. (Pet. Br. p. 43) 
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Delta respectfully requests this Court to keep the fore- 
going in mind when reading the portions of Respondent’s 
Brief which erroneously imply that C&S’ return was some 
abnormal return completely out of line. Particularly con- 
sidering its high percentage of high cost equity, C&S’ 
experienced rate of return of 147% for the period covered 
by the rate order set aside by this Court was clearly 
within the zone of reasonableness. 


B. Respondent’s insistence that the Board may rely 
upon the patently invalid 7% rate of return find- 
ing violates Section 406 of the Act. 


Delta has pointed out to this Court at pp. 46-48 of its 
Brief that there is no subsidiary finding supporting the 
Board’s proposed 7% rate of return to be applied to por- 
tions of the period for which a new international mail 
rate for C&S was established by the Board below, except 
for a single reference to the fact that C&S’ interest rate 


during a part of the period was 2.5%. (Tr. 2711) Re- 
spondent has sought to inflate the significance of this 
single reference by frequent repetition in its Brief. (Res. 
Br. pp. 13, 42, 40, 45) However, no matter how many 
times repeated, a 2.5% interest rate cannot possibly sup- 
port a 7% rate of return on an investment consisting 
of both debt and equity, particularly when 95% of C&S’ 
investment for the entire rate period consisted of higher 
cost equity. (Tr. 2551) 


Accordingly, Respondent’s sole contention on brief is 
that Delta should be bound by the patently invalid 7% 
rate of return finding simply because C&S did not object 
to that finding in the original proceedings before the 
Board. (Res. Br. pp. 31-32)* 


1In this connection Respondent asserts that Delta is incon- 
sistent in conceding the Board’s discretion not to relitigate ele- 
ments of the rate other than the rate of return, but in challenging 
the rate of return. (Res. Br. 32, 12-13, 16) Delta did not concede 
any such thing. Indeed, it specifically denied any such concession 
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Respondent’s contention must fall. If Respondent is 
correct that the Board was under a statutory duty to fix a 
mail rate for C&S in the remanded proceeding conforming 
to C&S’ “need” for the period covered by the rate order 
set aside in its entirety by this Court, the Board cannot 
possibly meet that statutory duty by adopting an invalid 
finding made prior to the “offset” appeal. Indeed, as 
Delta has already pointed out to this Court, the Board’s 
position that it has the authority under this Court’s man- 
date to retroactively revise C&S’ rates in any way it sees 
fit in instances where they were unchallenged and where 
there was substantial reliance, and, at the same time, has 
the right to freeze and rely upon other prior unlawful 
findings, is so unreasonable as to be arbitrary, capricious, 
and an abuse of discretion. 


C. Respondent has not met Delta’s argument that 
each and every one of the five subsidiary findings 
allegedly supporting the 10% rate of return find- 
ing are legally defective. 


Delta has reviewed pp. 33-34 of Respondent’s Brief 
purporting to set forth Respondent’s answer to Delta’s 
contention at pp. 31-46 of its Brief that each and every 
one of the five subsidiary findings upon which the Board 
purported to rest its 10% rate of return finding are erro- 
neous as a matter of law. In Delta’s opinion, the Re- 
spondent has failed to meet Delta’s contentions. Further, 
there is no new matter warranting reply. Although these 
are complex issues, Delta respectfully submits that the 
type of analysis which this Court has said it must make 


before the Board at Tr. 2676 and pointed out that with regard to 
the domestic rate, the only issue open related to earnings, and 
with regard to the international rate, any issue was open for re- 
consideration under the theory upon which the Board reopened the 
case, but that Delta did not contest any prior determination except 
as related to C&S’ need for earnings. 
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in challenges to rate determinations, will demonstrate the 
validity of Delta’s contention.” 


CONCLUSION 


At p. 49 of its Brief Delta has set forth the action 
which it requests this Court to take in this case. 


Respectfully submitted, 


James F. BELL 
Attorney for Petitioner, 
Delta Air Lines, Inc. 


April 1, 1960 
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On June 2, 1960 the Court rendered its decision affirm- 
ing an order of the Civil Aeronautics Board fixing mail 
rates for the international operations of Chicago and 
Southern Airlines (C&S). Delta Air Lines (Delta), C&S’ 
suecessor by merger and the Petitioner here, respectfully 
petitions this Court for rehearing. The grounds for this 
petition are as follows: 


I. 


In the remanded proceeding below the Board retro- 
actively redetermined the level of C&S’ future interna- 
tional rate for the period December 16, 1950 through 
July 31, 1952 following a decision by a majority of the 
Board that it could and must do so. This rate redetermi- 
nation was made in addition to complying with this 
Court’s earlier directive to “offset” excess earnings, if 
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any, from C&S’ domestic division against the interna- 
tional rate.” 


Petitioner seeks rehearing of the Court’s decision that 
it was not necessary to reach a crucial challenge ad- 
vanced by Petitioner to the validity of the Board’s order. 
At pp. 19-22 of its Brief, Petitioner demonstrated that 
if the Board had the power to make the rate redetermi- 
nation, the exercise of such power was a matter of dis- 
cretion for the Board. NLRB v. Donnelly Garment Co., 
330 U.S. 219, 228 (1947). The basis for the Majority’s 
decision to make the rate redetermination, however, was 
its finding that it was required to do so, as a matter of 
law, under West Ohio Gas Co. v. Public U: tilities Comm’n, 
294 U.S. 79 (1935). Since the Board acted under the 
impression that it was compelled to make the rate re- 
determination, and never exercised its discretion in the 
premises, Petitioner requested the Court to remand the 
ease to the Board with directions that it determine 
whether, as a matter of discretion, the rate redetermina- 
tion should be undertaken. 


In its opinion in this case this Court held that it was 
not necessary to reach the question of whether the Board 
was required to make the rate redetermination because 


“|. (the Board’s) opinion clearly indicated that, 
even if it were not required to reopen, it would do so 
in the exercise of sound discretion.” (Slip Op., p. 8, 
n. 12) 


Petitioner is not clear whether the Court has thereby 
declined to consider Petitioner’s argument on the grounds 
(1) that the Board has already made a finding that it 
would redetermine the rate as an exercise of discretion, 
or (2) that if the case were remanded to the Board, the 
Board would then make such a finding. 


1 Summerfield v. Civil Aeronautics Board, 92 U.S. App. D.C. 
256, 207 F.2d 207 (1953), aff'd sub nom., Delta Air Lines v. Sum- 
merfield, 347 U.S. 74 (1954). 
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Under either construction Petitioner submits that the 
Court has erred in failing to consider the foregoing chal- 
lenge to the validity of the Board’s order. 


Petitioner submits that this Court cannot find that the 
Board has already exercised its discretion in the matter 
of the rate reopening when the Board itself specifically 
found it had no discretion to exercise in the premises. 
In its final order in this case, the Board stated that the 
earlier action of a Majority of the Board in reopening 
the proceeding to make the rate redetermination was 
based on an understanding that such action was required 
under the West Ohio case, and that the Board could not 
have declined to make the rate redetermination, even if 
it had wanted to do so: 


“A majority of three Members of the Board, two 
members dissenting, made a final determination in 
Order No. E-10593, supra, that as a matter of law, 
the Board can and must redetermine the mail rates 
for the international division of C&S at this time for 
the period December 16, 1950 through July 31, 1952, 
on a past period basis, and that the Board’s prior 
determination of the international rate, based in part 
upon forecasts, could no longer stand. The majority 
stated, inter alia, ... that the Board has no discre- 
tion to decline to make such a redetermination, even 
if it wanted to do so, in view of the decision in West 

hio Gas Co. v. Public Utility Commission, 294 U.S. 
79 (1935).” (Emphasis supplied)* 


1J.A. 211-212. This description of the Majority’s action appears 
in the portion of the Examiner’s Initial Decision attached to the 
Board’s final decision with which the Board stated it agreed and 
adopted as its own. J.A. 131. 

To the extent the Majority used the word “discretion” in Order 
No. E-10593 reopening the proceeding to make the rate redeter- 
mination, it is clear that it was acting under the impression that 
failure to make the redetermination would constitute an abuse of 
such discretion—not as a matter of an exercise of judgment, but 
as a matter of case law. Thus the Majority said “there are cases 
such as the West Ohio Gas Case, supra, cited by the Post Office 
and the Bureau Counsel in which the courts have held that it 


4 


In view of the Board’s own construction of its action 
below to the effect that it had no discretion in the prem- 
ises, it is difficult to see how it can be said that the Board 
exercised its discretion. At the very least, the matter is 
not clear. If the Board’s order is to be affirmed on the 
basis of a finding of an exercise of discretion, that find- 
ing must be stated in a clear and precise manner. In 
the second Chenery case, the Supreme Court said: 


« |. If the administrative action is to be tested 
by the basis upon which it purports to rest, that basis 
must be set forth with such clarity as to be under- 
standable. It will not do for a court to be compelled 
to guess at the theory underlying the agency’s action 
nor ean a court be expected to chisel that which must 
be precise from what the agency has left vague and 
indecisive.” * 

In United States v. Chicago, M. St. P. & P. R. Co., 294 
U.S. 499, 510-511 (1935) the Court also pointed out that 
it must not be “. . . left to spell out, to argue, to choose 
between conflicting inferences.” * 


was an abuse of discretion and reversible error . - -” to decline 
to make a rate redetermination under circumstances which the 
Majority considered analogous to the instant case. J.A. 55. Nor 
should the Majority be misconstrued when it said that it did “not 
believe that it would be an exercise of sound discretion” to de- 
cline to make the rate redetermination. J.A. 58. The paragraph 
in which that statement was contained was introduced by the 
finding that “the present case falls within the ambit of the West 
Ohio Gas Case.” J.A.57. West Ohio was thus the determinant of 
the Majority’s action, as the Board specifically stated. 


1 SEC v. Chenery Corp. 332 U.S. 194, 196-197 (1947). 


2 For other decisions requiring that the basis of an administra- 
tive action upon which it is to be reviewed, and affirmed or re- 
versed, must be spelled out precisely and unequivocably see: Sec- 
retary of Agriculture v. United States, 347 U.S. 645, 654, 655 
(1954) United States v. Carolina Freight Carriers Corp., 315 U.S. 
475, 489 (1942); Phelps Dodge Corp. v. NLRB, 313 U.S. 177, 197 
(1941) ; South Carolina Generating Co. v. FPC, 249 F.2d 755, 764 
(4th Cir. 1957) cert. den’d 356 U.S. 912 (1958) ; Morand Bros. 
Beverage Co. v. NLRB, 190 F.2d 57 (7th Cir. 1951). 
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If the Court did not intend at p. 8 of its Opinion to 
hold that the Board has already made a finding that it 
would have redetermined the rate as an exercise of dis- 
eretion, even if it were not required to do so under the 
West Ohio case, then it would appear to Petitioner that 
the Court has held that if the case were remanded to the 
Board, the Board would then make such a finding. 


Petitioner respectfully submits that the Court may not 
affirm the Board’s order on the basis of a finding which 
the Board has not made. The Supreme Court so held 
in the Chenery cases. In the first Chenery case the 
Court held that the Commission was not required by the 
principles derived from the judicial authority upon 
which the Commission relied to impose a particular con- 
dition to approval of a reorganization plan. The Court 
refused to decide whether the condition could otherwise 
be sustained by policy or judgment determinations be- 
cause the agency alone was authorized by Congress to 
make such a determination. 318 U.S. 80, 87-89. In the 
second Chenery case, arising after the remanded pro- 
ceeding, the Court pointed out that its prior decision 
emphasized the principle of administrative law that 
agency action must be judged solely by the ground in- 
voked by the agency. 332 U.S. 194, 196. It then pro- 
ceeded to sustain the challenged condition on the basis 
of the exercise of the informed judgment of the Com- 
mission in the remanded proceeding. 


The principle of the Chenery cases is controlling here? 
Since the opinion below was drafted within the frame- 
work of the Majority’s holding that the Board was com- 


1SEC v. Chenery Corp. 318 U.S. 80 (1943); SEC v. Chenery 
Corp. 382 U.S. 194 (1947). 


2 For.cases in this Circuit applying this principle of the Chen- 
ery cases see: NLRB v. Capital Transit Co., 95 U.S. App. D.C. 
310, 221 F.2d 864, 867 (1955); Mississippi River Fuel Corp. v. 
FPC 82 U.S. App. D.C. 208, 168 F.2d 433, 449, (1947). 
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pelled to reopen the rate because of the judicial authority 
of West Ohio, no one can say what the Board would do, 
on remand, if it were relieved of the erroneous impression 
that West Ohio compelled the rate redetermination. In 
the process of balancing the hardships to Petitioner of 
such a rate redetermination against the public interest 
(the test which this Court said must be applied under 
the Pottsville case),1 the Majority might well then be 
swayed by the compelling arguments of the two dissenting 
members,? and the Board’s own Bureau,? that there 
should be no rate redetermination. These circumstances 
emphasize why it is not possible to speculate on how the 
Board might exercise its discretion on remand and demon- 
strate the salutory nature of the principle of the Chenery 
cases discussed above. 


Since the Board’s entire action below was dominated 
by the erroneously self-imposed limitation of West Ohio, 
it never properly exercised its discretion in the premises. 
Nor can such a discretionary finding be supplied by specu- 
lation at this time. Therefore Petitioner respectfully 
requests rehearing of this Court’s decision that it is not 
necessary to reach the question of whether West Ohio 
required the Board to reopen the rate. If, as Petitioner 
contends, West Ohio did not require the Board to do so, 
the case must be remanded for a free exercise of the 
Board’s judgment under the broad discretionary mandate 


1 Slip Op., pp. 7-8. FCC v. Pottsville Broadcasting Co., 309 U.S. 
134 (1940). 


2J.A. 62-64. 


3 The Bureau Counsel’s original position before the Board was 
that the operations conducted under the international rate for 
the period beginning December 16, 1950, should not be reviewed 
on a past period basis. After having “had the opportunity to 
examine the law on the subject in detail”, it concluded that “the 
Board must, as a matter of law, review the actual results . . . on 
2 paar basis, using actual results.” (Emphasis in original) 
JA. 4 
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given to the Board by Congress in Section 406 of the 
Federal Aviation Act to fix subsidy mail rates to the 
extent required by commerce, the postal service and the 
national defense. 


I. 


In its Brief Petitioner challenged all of the subsidiary 
findings purporting to support the ultimate determination 
of earnings needed by C&S’ system as a whole, for the 
period November 1, 1946 through July 31, 1952, which 
the Board purported to reflect in the new international 
rate for this period. The Board found a 10% rate of 
return reasonable for part of this period (J.A. 164) and 
a 7% return reasonable for the remainder of the period. 
J-A. 283-284, 133. 


This Court met Petitioner’s challenge in only one 
limited respect. With respect to the 10% earnings level 
found reasonable by the Board in its redetermination of 
the level of the international rate for the period Decem- 
ber 16, 1950 through July 31, 1952 on the basis of actual 
operating results, the Court found no basis for disturb- 
ing the findings because the Board’s opinion was “well- 
reasoned” on “this phase of the case.” (Slip Op. p. 8) 


However, Petitioner also challenged the Board’s deter- 
mination that a 7% rate of return on investment was 
reasonable for portions of the period for which a new 
international rate was fixed. (Petitioner’s Brief pp. 46- 
49, Reply Brief pp. 18-19) The basis for that challenge 
was that there were no subsidiary findings to support the 
7% return and no reasoning supporting that return 
which this Court could review to determine whether it 
was “well reasoned” or not. The Board merely readopted 
an unsupported ultimate finding of a 7% rate of return 
made prior to the “offset” appeal. 


This Court has held that because of the reversal and 
remand in the prior review proceeding, there was no 
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final mail rate established for C&S’ international division. 
(Slip Op., p. 7) Accordingly the Board was required to 
fix a new international rate for the entire period Novem- 
ber 1, 1946 through July 31, 1952 reflecting the need for 
earnings of the carrier as a whole for this entire period, 
and to support that ultimate determination of the system 
earnings needed by C&S by valid subsidiary findings. 
This it has not done. Whatever subsidiary findings the 
Board might have made to support its purported 10% 
return for portions of this period, there are ”o such sub- 
sidiary findings to support the 7% return applied to the 
remainder of the period. Valid findings must be made 
to support the earnings elements included in any rate.” 
Petitioner respectfully submits that the Board’s order 
cannot be affirmed in the absence of such findings in this 
case. 


108 
This Court has held that the Board had the power to 


make a retroactive redetermination of the future C&S 
international rate for reasons other than “offset.” In 
doing so it has relied to some extent upon considerations 
not utilized by the Board in supporting its action below 
and not raised by the Board on brief to this Court. 
Accordingly, Petitioner believes that it is important to 
present to the Court, through this petition for rehear- 
ing, its contentions with regard to these matters and 
respecfully requests the Court to rehear its decision on 
this point.? 


1 Capital Transit Co. v. Public Utilities Comm'n, 93 U.S. App. 
D.C. 194, 205, 213 F.2d 176, 187 (1953), cert. den’d 348 U.S. 816 
(1954) ; State Corp. Comm’n of Kansas v. FPC, 206 F.2d 690, 723 
(8th Cir. 1953); cert. den’d 346 U.S. 922 (1954); Washington 
Gas Light Co. v. Baker, 88 U.S. App. D.C. 115, 119-120, 188 F.2d 
1, 16-17 (1950); cert. den’d 340 U.S. 952 (1951). 


2 By limiting this rehearing petition to these new matters, Pe- 
titioner is not thereby waiving its challenge to the validity of the 
Board’s order on other grounds. 
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At pp. 45 of its Opinion the Court has held that even 
if the Postmaster could have challenged the rate level 
upon the prior review early in 1952, his failure to do so 
did not, by itself, estop or foreclose the Board from re- 
opening the rate in September of 1956 in the last stages 
of the remanded proceeding before the Board and there- 
after from reconsidering the matter in the light of subse- 
quent events. The Court cited as authority St. Joseph 
Stock Yards Co. v. United States, 298 U.S. 38, 62-64 
(1985); Panhandle Eastern Pipe Line Co. v. Federal 
Power Comm’n, 236 F.2d 289 (3d Cir. 1956) and 2 Davis, 
Administrative Law, Sec. 18 (1958). 


Petitioner does not challenge the proposition stated by 
the Court. Petitioner’s contention has been that where a 
matter could have been, but was not, raised and tested 
upon prior review, and where there has been substantial 
reliance upon the finality of the unchallenged matter, the 
Board is foreclosed. Petitioner submits that the cases 
cited by the Court do not refute this contention.» There 
was no reliance in the St. Joseph Stock Yards Co. case. 
The rate there challenged in the prior review had been 
enjoined. In the Panhandle ‘Eastern Pipe Line Co. case 
the Court recognized that prior agency action does not 
necessarily control new agency action with a proposed 
future effect, but specifically distinguished a new deter- 
mination of past rights or liabilities. 236 F.2d 289, 292. 
When, as in the instant case, administrative action with 
a retroactive effect is proposed imposing substantial 
hardship upon the party affected, an administrative 
agency may be foreclosed from acting. NLRB v. Guy F. 
Atkinson Co., 195 F.2d 141, 149 (9th Cir. 1952). The 
Atkinson case was specifically followed by the Sixth 
Circuit in a case decided in March of this year, after 
Petitioner’s Brief to this Court was filed. NURB v. EéB 


1 Petitioner has not previously had the occasion to distinguish 
these cases inasmuch as they were not cited, nor relied upon, by 
the Board either in its opinions below or on brief to this Court. 
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Brewing Co., Inc. 276 F.2d 594.* 


The Court also held at p. 6 of its opinion that the Potts- 
ville case is applicable to this case? In doing so it has re- 
jected Petitioner’s contention that the fact that Pottsville 
has never been followed in any remanded rate proceeding 
in the 20 years during which it has been on the books, dem- 
onstrates its inapplicability to rate determinations and, im- 
pliedly, sustains Petitioner’s contention that an applica- 
tion of the non-finality principle of Pottsville would pro- 
duce chaos in public utility operations. (Pet. Br. 17-18) 
In rejecting this contention of Petitioner the Court has 
challenged what it considered to be the premise of Peti- 
tioner’s argument, namely that an airline subsidy pro- 
ceeding can be likened to the ordinary rate proceeding. 
The Court did so on the basis of the distinguishing fea- 
tures brought out by Mr. Justice Jackson in his dissent 
in the TWA case? The Court recognized that the Ma- 
jority in the TWA case held that mail subsidy rates were 
to be likened to utility rates for the purpose of deter- 
mining whether a final rate could be reopened, but con- 
sidered the foregoing distinctions valid in the case of a 
non-final rate. 


Petitioner submits that there is serious doubt whether 
the language of the Majority in the TWA case to the 
effect that Section 406 of the Federal Aviation Act “reads 
like a typical public utility rate-making authority.” 336 
U.S. 601, 604, can be narrowed as the Court has here 
done. This Court has itself applied the broad principle 
of the TWA case to issues other than just that of 


1 These same considerations bar any redetermination of the 
international rate on and after December 15, 1950 for “offset” 
reasons. The Postmaster General abandoned any claim of “excess” 
earnings under the domestic rate after that date, and, indeed 
specifically concurred in the domestic rate effective on and after 
October 1, 1951. (See Pet. Br. pp. 25-29) 


2FCC Vv. Pottsville Broadcasting Co., 309 U.S. 184 (1940). 


3 Transcontinental & Western Air Inc. V. CAB, 336 U.S. 601 
(1949). 
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whether a final rate could be reopened. Summerfield v. 
CAB, 92 App. D.C. 248, 207 F.2d 200, 205-206 (1953) 
aff'd sub nom Western Air Lines, Inc. v. CAB, 347 US. 
67 (1954). 


But, in any event, Petitioner is unable to ascertain the 
substantive application here of the distinctions unsuccess- 
fully urged by Mr. Justice Jackson in the TWA case. 
Petitioner contends that there is nothing in the Pottsville 
case to demonstrate that the Supreme Court intended it 
to apply to a rate proceeding where the effect would be 
to render unstable a prior rate determination upon which 
there has been substantial reliance by a carrier, its bank- 
ers, and the investing public. In this respect it would 
not make any difference whether the carrier concerned 
was an airline or a railroad. 


CONCLUSION 


For the foregoing reasons, Petitioner respectfully sub- 
mits that this petition for rehearing should be granted. 


James F'. BELL 


Of Counsel: 
R. S. Maurer 
Georce C. NEaL 
Carvin Davison 


CERTIFICATE 
I, James F. Bell, do hereby certify that this petition 
for rehearing is presented in good faith and not for 


purposes of delay. 


James F, Bei 
June 17, 1960 
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[ Filed Dec. 3, 1959] 


IN THE UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


DELTA AIR LINES, INC. 
Petitioner, 
v. 5 No. 15,084 


CIVIL AERONAUTICS BOARD 
Respondent. 


PREHEARING CONFERENCE STIPULATION 
Pursuant to Rule 38(k) of the Rules of the Court, the parties, 
subject to the approval of the Court, hereby stipulate and agree as 
follows with respect to the issues and the procedure and dates for 
the filing of the briefs and joint appendix herein: 


I. 
Issues 
Petitioner's statement of issues is as follows: 


1. Whether in this remanded proceeding the Board had 
the power to redetermine the international rate pre- 
viously established for C&S for the period between 
December 16, 1950, and July 31, 1952, on the basis 
of issues not presented to this court on the initial 
appeal and considered as settled by all parties for 
over five years; if the Board had the power to take 
such action, whether it was compelled to do so as a 
matter of law; and if the Board had the discretion to 
take such action, whether it would be an abuse of dis- 
cretion to do so under the circumstances of this case. 


2 —————  eeFfFfFeSeS 


2. Whether the Board erred in not finding, in accord- 
ance with the position taken by the Postmaster 
General in the judicial review proceedings and this 
Court's remand for further proceedings in accord- 
ance with its opinion, that the only period for which 
C&S's international rate was open for revision in 
the event there were any "excess" domestic earn- 
ings found available for "offset" against the inter- 
national rate, was from November 1, 1946, through 
December 15, 1950. 


. Whether the subsidiary findings upon which the Civil 
Aeronautics Board relied to support its ultimate 
findings of the level of the system earnings needed by 
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C&S for the period November 1, 1946, through 

July 31, 1952, and reflected in a subsidy mail pay 
rate established for C&S' international division for 
that period under Section 406 of the Federal Aviation 
Act, (a) constitute a sound and rational basis for the 
ultimate finding, (b) are supported by substantial evi- 
dence, (c) are in accordance with the provisions of 
Section 406 of the Act as construed by the Supreme 
Court and this Court, and (d) are contrary to long- 
established and judicially approved principles of 
rate-making. 


Respondent tenders no further issues, but reserves the right to 
rephrase the above issues, or to take the position that any matter set 
forth is unnecessary or irrelevant, or is not properly in issue. It is 
further stipulated that any matter or point in relation to the above issues 
not urged by petitioner in its opening brief shall be considered abandoned 
for purposes of review herein. 

tl. 
Procedures with Respect to Printing of Joint 


Appendix and Briefs, and Use of Unprinted 
Portions of Record 


The joint appendix shall contain the material required to be printed 


by the Rules of this Court; the materials designated by the parties as 
hereinafter provided; and this stipulation and the order of the Court 
approving the stipulation. 


All briefs will be served and filed in final form on or before the 


dates fixed hereinafter with references to the pages of the certified 
record ("Tr."). At the time each party serves its brief it will also 
serve its designation of the portions of the certified record to be printed 
in the joint appendix. As soon as all designations have been made, the 
petitioner shall cause the joint appendix to be printed with the page 
numbers of the record as certified to this Court appearing at the place 
where each new record page begins on the printed page of the joint 
appendix, and running heads showing the record pages appearing thereon 
shall be printed at the outer top | 
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corner of each page of the printed joint appendix. The usual numerical 
designation of the printed joint appendix will appear in the center of the 
top of the page. : 

It is further agreed that either party, in brief or at the hearing in 
the case, may refer to and rely upon any portion of the original transcript 
of record herein which has not been printed to the extent that such portion 
may be material to the issues, it being understood that any portions of the 
record thus referred to will be printed in a supplemental acme appendix if 
the Court directs the same to be printed. 

Ti. 
Further Procedures and Filing Dates 

The joint appendix to briefs will be served and filed immediately 
after it is printed. The time for the filing of briefs shall be as follows: 


1. The brief of petitioner will be served and filed 
on or before January 22, 1960. 


. The brief of respondent will be served and filed 
on or before March 11, 1960. 


. Any reply brief by petitioner will be served and 
filed within 21 days after service of respondent's. 
brief. 

/s/ James F. Bell 
Counsel for Petitioner 


Dated: December 1, 1959 /s/ Franklin M. Stone 
Counsel for Respondent 


[ 


UNITED STATES COURT OF APPEALS 
For The District Of Columbia Circuit 


No. 15,084 September Term, 1959 


DELTA AIR LINES, INC., 
Petitioner, 


Vv. 


CIVIL AERONAUTICS BOARD, 
Respondent. 


Before: Washington, Circuit Judge, in Chambers. 


PREHEARING ORDER 


Counsel for the parties in the above-entitled case having submitted 
their stipulation dated December 1, 1959, and the stipulation of the 
parties having been considered, the stipulation is hereby approved, 
and it is 

ORDERED that the parties proceed according to the stipulation 
dated December 1, 1959, and that the said stipulation and this order 
shall be printed in the joint appendix. 


Dated: December 3, 1959 


[ Filed April 16, 1959] 


PETITION OF DELTA AIR LINES, INC. FOR JUDICIAL 
REVIEW OF ORDERS OF THE CIVIL AERONAUTICS BOARD 


TO THE HONORABLE JUDGES OF THE UNITED STATES COURT OF 
APPEALS FOR THE DISTRICT OF COLUMBIA CIRCUIT: © 


Your Petitioner, Delta Air Lines, Inc., respectfully petitions for 


judicial review of orders of the Civil Aeronautics Board, and in support 


thereof, respectfully represents and alleges as follows: 


I. 
FACTS UPON WHICH VENUE IS BASED 

1. Petitioner, a corporation duly organized and existing under the 
laws of the State of Louisiana, is an air carrier holding certificates of 
public convenience and necessity issued to it by the Civil Aeronautics 
Board (hereinafter referred to as the "Board") authorizing it to engage 
in scheduled air transportation. ; 

2. Petitioner is the successor through merger of Chicago and 
Southern Air Lines, Inc. (C&S) on and after May 1, 1953. C&S, prior 
to its merger into Petitioner, was an air carrier 


[ ] ee 
holding certificates of public convenience and necessity issued to it by 
the Board authorizing it to engage in scheduled air transportation within 
the United States (domestic division) and over routes in Latin America 
(international division). 
3. Petitioner seeks review of Order No. E-13518 adopted by the 
Board on February 16, 1959 in proceedings entitled the Reopened Delta- 
C&S Mail Rate Case, Docket No. 2564. This order fixed the final rate of 
compensation for the transportation of mail for C&s' international divi- 
sion for the period November 1, 1946 through July 31, 1952, subject to 
certain tax adjustments. In addition, during the course of said proceed- 
ings, the Board adopted Order No. E-10593 (September 6, 1956) and 
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E-10705 (October 25, 1956) making various preliminary findings relating 
to the manner and period for which rates ultimately were to be fixed, 
which findings affected, and are reflected in, Order No. E-13518 described 
above. Petitioner desires and seeks to have said orders reviewed in con- 
nection with the review of Order No. B-13518. 2/ 

4. This Petition is filed pursuant to Section 1006 of the Federal 
Aviation Act of 1958, 72 Stat. 795, 49 U.S.C. 1486 and Section 10 of the 
Administrative Procedure Act, 60 Stat. 243, 5 U.S.C. 1009. Section 1006 
of the Act provides, among other things, that any order issued by the 
Board shall be subject to review by the United States Court of Appeals 
for the District of Columbia on petition filed within sixty days after the 
entry 


1/ By a Petition dated November 3, 1956 Petitioner sought judicial 
review by this Court of the referenced Order No. E-10593, adopted 
September 6, 1956. On November 15, 1956 the Board filed a Motion 
to Dismiss or Defer contending that Order No. E-10593 did not pos- 


sess the degree of finality requisite for review purposes. By an 
Order of this Court dated January 8, 1957, said Petition for Review 


was dismissed. Delta Air Lines v. Civil Aeronautics Board, C.A. 
D.C. No. 13, 594. 
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of such order by any person disclosing a substantial interest therein. 
Section 10 of the Administrative Procedure Act reaffirms the method 

and manner of review provided for in the Federal Aviation Act. Petitioner 
is directly affected by the Board's orders in question, and has a substan- 
tial interest therein. Moreover, this petition is being filed within sixty 
days after the entry of Order No. B-13518. 2/ 


I. 


NATURE OF THE PROCEEDINGS AS TO WHICH 
REVIEW IS SOUGHT 


5. Section 406 of the Federal Aviation Act of 1958, 72 Stat. 763, 
49 U.S.C. 1376, and of its predecessor, the Civil Aeronautics Act of 
1938, as amended, 52 Stat. 998, 49 U.S.C. 486, authorizes the Board to 
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fix the fair and reasonable rates of compensation for the transportation 
of mail by aircraft, and in doing so, directs the Board to take into con- 
sideration various factors, among them 


| | the need of each such air carrier for com- 
pensation for the transportation of mail sufficient 
to insure the performance of such service, and, 
together with all other revenue of the air carrier, 
to enable such air carrier under honest, economical,’ 
and efficient management, to maintain and continue 
the development of air transportation to the extent 
and of the character and quality required for the 
commerce of the United States, the Postal Service 
and the national defense." 


1/ A timely petition for reconsideration of Order No. E-13518 filed by 

petitioner is still pending before the Board. However, since this 
Court has not specifically rejected the rule laid down by the United 
States Court of Appeals for the Ninth Circuit in Consolidated Flowers 
Shipments, Inc. - Bay Area v. Civil Aeronautics Board, 205 F.2d 449 
(1953) that the sixty-day statutory period for seeking review of a 
final Board order is not tolled by filing a petition for reconsideration 
with the Board, Petitioner is filing this petition for review at this 
time to protect its position pending Board action on Petitioner's 
aforesaid petition for reconsideration. If the Board grants the relief 
asked in that petition, Petitioner will move to withdraw or dismiss 
this petition for review. If the Board denies said petition for recon- 
sideration, Petitioner will either amend this petition so as to seek 
review of said order of denial, or file an independent petition for 
review of said order with a motion to consolidate it herein, as will 
be most appropriate under the circumstances. 
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6. On October 18, 1951, the Board fixed final subsidy mail pay 


rates for the international division of C&S for a past period from 
November 1, 1946 to December 15, 1950, and for a future period from 
December 15, 1950. 1/ The Postmaster General who, along with the 
Board's Bureau of Air Operations represented by Bureau Counsel, 
was a party to the proceeding, sought judicial review of this order. 
The sole ground alleged by the Postmaster General as error was that 


the Board had declined, for policy reasons, to offset against the level 


gee 


of the international mail rate alleged excess earnings realized from 
C&S' domestic operations under a previously established mail rate. 
This court in Summerfield v. C.A.B., 92 App. D.C. 256, 207 F.2d 207 
(1953), aff'd sub nom Delta Air Lines v. Summerfield, 347 U.S. 74 (1954), 
agreed with the contention of the Postmaster General that although the 
Board may fix rates separately for different operating divisions of the 
carrier, the end result of fixing rates for a carrier must conform to 
the need of the carrier as a whole. Accordingly, this Court found that 
the failure of the Board to consider the need of the carrier as a whole 
was at variance with Section 406(b) of the Act, set aside the order 
establishing the mail pay for the international division, and remanded 
the case to the Board with directions to determine and fix the rate in 
accordance with its opinion. 

7. On March 30, 1954 the Board ordered that the proceedings in 
Docket No. 2564 be reopened for disposition in conformity with the 
aforementioned judgment and opinion of the Court of 


1/ Chicago and Southern Air Lines, Inc., Latin American Mail Rates, 
14 C.A.B. 681. 


2/ Chicago and Southern Air Lines, Inc., Mail Rates, 9 C.A.B. 786 
decided July 28, 1948. The Board fixed a retroactive rate for the 
years 1946 and 1947, and a prospective rate commencing January 
1, 1948. 
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Appeals under the name of the Reopened Delta-C&S Mail Rate Case. 
This remanded proceeding started off concerned exclusively with the 
questions of (1) the amount of "excess" domestic earnings, if any, 
available for “offset” against the international rate, and (2) the period 
during which the international rate was "open" for revision in the event 
there were any "excess" domestic earnings found available for "offset." 
This was so throughout the Prehearing Conference and hearings, and 
was specifically so stated in the Initial Decision rendered by Examiner 
Edward T. Stodola on December 16, 1955. 
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8, On February 24, 1956, however, five days before the date set 
for oral argument to the Board on exceptions to the Examiner's Initial 
Decision (and over five years after the Board had established the rate 
for the international division), the Board on its own initiative raised for 
the first time the following additional issue: 


‘Whether the Board must, as a matter of law, or should as a 
matter of policy, establish the mail pay rate for Chicago and 
Southern's international operations for the period December 
16, 1950, through July 31, 1952 on a past period basis, using 
actual operating results during that period." 


The Board was thus raising the question of whether, in addition to 
determining the extent of the offset, if any, of alleged domestic earnings 
against the international rate, it could or should reestablish the level of 
the international rate on the basis of actual operating results for the 
period between December 16, 1950, when the prospective final rate for 
international division established by the Board's Order of October 18, 
1951 became effective, and July 31, 1952, the last day that such rate 
was in effect. Following a challenge by the Board as to its adequacy, 
said rate had been replaced by a new and lower final mail rate on 
August 1, 1952.2/ | 


1/ Order No. B-6908, dated October 22, 1952. 


h ad ! 
9. On September 6, 1956, a majority of three Members of the 
Board, two Members dissenting, held in Order No. E-10593 that, as a 
matter of law, the Board can, and must, redetermine the mail rates for 


the international division of C&S at this time for the period December 16, 
1950 through July 31, 1952, on a past period basis, and that the Board's 
prior determination of the international rate for this period, based upon 
forecasts, could no longer stand. The majority stated that the Board 
must reopen the proceeding to redetermine Cé&S' international rate on 

a past period basis pursuant to the mandate of this Court in Summerfield 
v. C.A.B., 92 App. D.C. 256, 207 F.2d 207 (1953); that even if not 


——’/ 


Ed | 


authorized by the mandate, the Board may still redetermine C&S' 
international rate on a past period basis on the authority of F.C.C, v. 
Pottsville Broadcasting Co., 309 U.S. 134 (1940); and that the Board has 
no discretion to decline to take such action, even if it wanted to do so, on 
the authority of West Ohio Gas v. Public Utility Commission, 294 U.S. 79 
(1935). Accordingly, the Board reopened the record for further hearing 
on the question of the proper rate level of C&S' international division 
for the period December 16, 1950 through July 31, 1952, deferring deci- 
sion on issues related to a proper determination of the amount of excess 
earnings, if any, under the domestic division rates. A petition for 


reconsideration of said Order was denied by the Board on October 25, 
1956 (Order No. E-10705). 

10. After the further hearings ordered by the Board, Examiner 
Stodola issued his second Initial Decision on June 20, 1957, and oral 
argument was held. Over a year then elapsed before the Board issued 


its Order No. E-13518 on February 16, 1959. In that Order the Board 
established the mail rate for C&S' international division for the period 
November 1, 1946 through July 31, 1952 in the amount of $4,878,000, a 
reduction of $1,795,000 over 
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compensation previously paid to C&S. In reaching this conclusion, the 
Board stated that it had declined to review the mail pay requirements 
for C&S’ international division for the period November 1, 1946 through 
December 15, 1950, or of C&S' domestic division for the period Novem- 
ber 1, 1946 through December 31, 1947 on the grounds that it was "effect- 
uating the Board's previous findings covering those periods."" As to the 
remaining portions of the period which it did review, the Board found 
that C&S required a 10% rate of return for both divisions, and declared 
all earnings under the prior rates over that percentage as "excessive" 
and subject to recapture. The Board also provided for the adjustment 
to the rate which it established to reflect two tax determinations, not 


contested herein. 
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11. Four Members of the Board participated in the final decision 
of the Board in Order No. E-13518 terminating this proceeding. Chair- 
man Durfee "concurred" in the Board's Opinion. Members Gurney and 
Denny filed an attached "joint concurrence" to the Opinion but stated 
that they still maintained their views expressed in their dissent accom- 
panying Order No. 10593 of September 6, 1956 that the Board as a mat- 
ter of law and policy should not reopen the proceeding to review the rate 
level of C&S' international division. Member Minetti dissented on the 
grounds urged by Bureau Counsel during the proceeding below that the 
recapture should have included all domestic earnings in excess of those 
which would produce an 8% rate of return for the period January 1, 1948 
through July 31, 1952, and all international earnings in excess of those 
which would produce a 7% rate of return for the period December 16, 
1950 through July 31, 1952. : 


iil. 
GROUNDS UPON WHICH RELIEF IS SOUGHT 

12. Petitioner prays for review of the aforesaid orders of the 
Board on the grounds that said orders are arbitrary, capricious, and 
an abuse of discretion; in excess of the Board's statutory authority; 
unsupported by valid findings; unsupported by, and contrary to, sub- 
stantial evidence of record; contrary to the mandate of this Court issued 
92 App. D.C. 256, 207 F.2d 207 (1953); made 


without observance of the procedure required by law; in violation of 


in Summerfield v. C.A.B., 
long-established and judicially approved principles of rate making; and 

in violation of Sections 4, 5, 7 and 8 of the Administrative Procedure 

Act, 5 U.S.C. Sections 1003, 1004, 1006, 1007, Section 406 of the Federal 
Aviation Act, 49 U.S.C. 1376 and of its predecessor, the Civil Aeronautics 
Act, 49 U.S.C. 486, and of the Fifth Amendment of the Constitution. With- 


out limitation of the foregoing, petitioner alleges that the Board erred in 


the respects set forth in the following paragraphs, among others. 
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13. The Board did not have the power in this remanded proceed- 
ing to redetermine the international rate established for C&S for the 
period between December 16, 1950 and July 31, 1952 on the basis of 
actual operating results; if it had the power to take such action, it was 
not compelled to do so as a matter of law; and if it had the discretion 
to take such action, it would have been an abuse of such discretion to do 
so under the circumstances of this case. 

14. The Board's conclusion that it has the power and duty to 
redetermine the international rate established for C&S for the period 
between December 16, 1950 and July 31, 1952 on the basis of actual 
operating results is void for the want of a majority. 
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15. The Board erred in not finding, in accordance with the position 
taken by the Postmaster General in the judicial review proceedings and 
the Court's remand for further proceedings in accordance with its opin- 
ion, that the only period for which the international rate was open for 
revision in the event there were any "excess" domestic earnings found 
available for "offset" was from November 1, 1946 through December 16, 
1950. 

16. The Board's conclusion that 10% is the fair and reasonable 
rate of return on investment needed by C&S' domestic operations for 
the period January 1, 1948 through July 31, 1952, and by its international 
operations for the period December 16, 1950 through July 31, 1952, and 


that actual earnings received by C&S under the established mail rates in 


excess of such specific, rigid percentage were not needed and subject to 
recapture, is not supported by the Board's purported findings, is not 
supported by, and is contrary to, substantial evidence of record, is con- 
trary to Section 406 of the Federal Aviation Act, and of its predecessor 
the Civil Aeronautics Act, is contrary to long-established and judicially 
approved principles of rate making, constitutes an abuse of discretion 
under the circumstances of this case, and is without observance of the 
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procedure required by law, particularly (1) Section 8(a) of the Adminis- 
trative Procedure Act requiring an Examiner's Initial Decision on all 
issues, 5 U.S.C. 1007(a), (2) Section 7(d) of the Administrative Procedure 
Act requiring all findings to be based on evidence of record, 5 U.S.C. 
1006(d), and (3) the requisite reception of the record and transcript on 
the issue of "excess" domestic earnings by Members not on the Board 

at the time of oral argument in accordance with Sisto v. C.A.B., 86 App. 
D.C. 31, 179 F.2d 47 (C.A. D.C. 1949). : 
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17. In establishing the international rate for the period November 
1, 1946 through July 31, 1952 in this remanded proceeding, the Board 
was without power to exclude from consideration the periods November 
1, 1946 through December 15, 1950, on the international division, and 
November 1, 1946 through December 31, 1947, on the domestic division. 
As a result of the Board's action, there are no valid findings whatever 
supporting the rate of return purportedly established by the Board for 
these periods. However, even if the Board had any such power, its 
exercise in the circumstances of this case was an abuse of discretion, 
is not supported by, and is contrary to, substantial evidence of record, 
is contrary to long-established and judicially approved principles of 
rate making, and is contrary to Section 406 of the Federal Aviation Act, 
and its predecessor, the Civil Aeronautics Act. 

18. The establishment by the Board of a mail rate for C&S' 
international division for the period November 1, 1946 through July 31, 
1952, insofar as said mail rate reflects the Board's finding that C&S 
did not need all of the earnings which it made under established domestic 
and international mail rates during this period, is not supported by the 
Board's purported findings, is not supported by, and is contrary to, 
substantial evidence of record, is contrary to long-established and 
judicially approved principles of rate making, and denies the Petitioner 


the fair and reasonable rates of compensation for the transportation of 
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mail to which it is entitled under the Federal Aviation Act, and its 
predecessor, the Civil Aeronautics Act, and under the Fifth Amendment 
of the Constitution of the United States. 

19. The Board's reduction of C&S' working capital, and hence 
recognized investment, by the amount of the mail pay "recapture" ordered 
py E-13518, was in error. No finding was 
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made that all of C&S' working capital during the period in question was 


not used and useful in its operations, as required by Section 406 of the 


Federal Aviation Act, and its predecessor, the Civil Aeronautics Act. 

On the contrary, in three prior orders (Nos. E-5793, 5956, and 6908), the 
Board found that C&S' working capital was used and useful. The action 
of the Board, therefore, in determining C&S' need for earnings by ref- 


erence to C&S's investment which has been adjusted to exclude by 
mathematical computation several years after the fact, assets that were 
actually found earlier to be used and useful, constitutes an abuse of dis- 
cretion and a theoretical exercise of no legal validity. 
Iv. 
PRAYER FOR RELIEF 

In the light of the foregoing, Petitioner prays that this Court 
review and set aside Board Orders No. E-13518, No. 10593, and No. 
E-10705, direct the Board to issue a further order correcting the errors 
in said Orders, or order further proceedings by the Board in accordance 
with the decision of this Court, and grant Petitioner such other further 
and different relief as to this Court may seem just and proper. 

Respectfully submitted, 


April 16, 1959 /s/ James F. Bell 
Of Counsel: Attorney for Delta Air Lines, Inc. 


R. S. Maurer Pogue & Neal 

Vice President - Legal 730 Southern Building 
Delta Air Lines, Inc. Washington 5, D.C. 
Atlanta Airport 

Atlanta, Georgia [ Certificate of Service] 
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[ Filed Dec. 1/59] ff 
MOTION FOR LEAVE TO FILE AMENDMENTS | 
TO PETITION FOR JUDICIAL REVIEW 


Petitioner in the above captioned action submits herewith its 
Motion for Leave to Amend its Petition for Judicial Review filed herein 
April 16, 1959. 

Subsequent to the filing of the Petition, Respondent has issued a 
Supplemental Opinion and Order on Reconsideration, Order’ No. E-14567, 
dated October 20, 1959, in connection with the Reopened Delta-C&S Mail 
Rate Case which Petitioner seeks to have this Court review. + 

The Amendments submitted herewith entirely relate to the Sup- 
plemental Opinion and Order on Reconsideration issued by the Board in 
response to petitions for reconsideration of the order of which review 
is sought in this case. They are designed to bring before this Court for 
review said Supplemental Opinion and Order on Reconsideration which 
could not previously have been brought to the attention of the Court. 

The procedure suggested in this Motion is consistent’ 


1/ By an order dated May 27, 196 this Court granted a motion of 
Respondent to extend the time for filing the record in this case until 
30 days after disposition by the Civil Aeronautics Board of the pend- 
ing petitions for reconsideration of the order of which review has been 
sought. The effect of that order of this Court was to delay all further 
procedural steps in this Court until the above-referenced Supplemental 
Opinion and Order of Reconsideration was issued by the Civil Aero- 
nautics Board. 


fi J i 
with prior action of this Court in permitting an amendment to a Petition 
for Review following the entry of a Civil Aeronautics Board Order on 
Reconsideration. e.g. Pan American World Airways, Inc. v. Civil Aero- 
nautics Board, No. 12578; Frontier Airlines, Inc. v. Civil Aeronautics 
Board, No. 14232. 


Respondent, the only other party to the above-captioned proceed- 


ing, has consented to the granting of this Motion by the Court as indicated 


below. 


eee, 


a 


6 — ee 


WHEREFORE, it is respectfully requested that the amendments 
attached hereto be allowed as Amendments to the Petition for Judicial 
Review and that such Amendments be served on Respondent in accord- 
ance with the procedure of this Court. 

Respectfully submitted. 


/s/ James F. Bell 
Attorney for Petitioner 
Delta Air Lines, Inc. 


Pogue & Neal 
730 Southern Building 
Washington 5, D.C. 


Dated: December 1, 1959 


Of Counsel: 
R. S. Maurer 
Vice President-Legal 
Delta Air Lines, Inc. 
Atlanta Airport 
Atlanta, Georgia 


Consent: 


/s/ Franklin M. Stone 
Counsel for Respondent RLT 


—— 


[ Filed Dec. 18, 1959] [ ] 
AMENDMENTS TO PETITION OF DELTA AIR LINES, INC. 
FOR JUDICIAL REVIEW OF ORDERS OF THE CIVIL 
AERONAUTICS BOARD 


1. The following sentence to be added at the end of paragraph No. 3: 


"Petitioner further seeks review of Supplemental 
Order No. E-14567, dated October 20, 1959, in which the 
Board denied Petitioner's petition for reconsideration of 
Order No. E-13518." 


2. The following paragraph to be added as 11(a): 

"On October 20, 1959 the Board issued a Supple- 
mental Order and Opinion and Reconsideration, Order No. 
E-14567, in which the Board denied petitions for reconsidera- 
tion of Order No. E-13518 filed by Petitioner and the Postmaster 


cid 
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General. In the Supplemental Opinion accompanying said 


Order the Board (1) declined to reconsider its earlier deci- 
sion in Order Nos. E-10593 and No. E-10705 to review the 
international operations of C&S for the period December 16, 
1950 through July 31, 1952 on a past period basis, (2) pur- 
ported to explain and expand its subsidiary findings upon 
which it relied to support its ultimate finding of the level 

of the system earnings needed by C&S for the period Nov- 
ember 1, 1946 through July 31, 1952, and (3) purported to 


answer certain procedural objections raised 


by Petitioner." 


3. Section IV, Prayer for Relief, shall be amended to read 
as follows: : 

"In the light of the foregoing, Petitioner prays that 
this Court review and set aside Board Order Nos. E-13518, 
No. E-14567, No. E-10593, and No. E-10705; direct the 
Board to issue a further order correcting the errors in 
said Orders, or order further proceedings by the Board 
in accordance with the decision of this Court; and grant 
Petitioner such other further and different relief as to this 
Court may seem just and proper. 

Respectfully submitted, 


/s/ James F. Bell 
Attorney for Petitioner, 
Delta Air Lines, Inc. 


Dated: December 1, 1959 Pogue & Neal 

oF Counsel ee eS 
R. S. Maurer od iow a 
Vice President-Legal 
Delta Air Lines, Inc. 
Atlanta Airport 
Atlanta, Georgia 
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[ Filed December 18, 1959] 


Before: Prettyman, Chief Judge, Wilbur E. Miller 
and Fahy, Circuit Judges, in Chambers. 


ORDER 
Upon consideration of petitioner's motion for leave to file amend- 
ments to the petition for judicial review, and it appearing that respondent 
consents, it is 
ORDERED by the court that petitioner is allowed to file amendments 
to its petition for review as requested. 


Per Curiam. 


Dated: December 18, 1959 


Serial Number E-6045 


UNITED STATES OF AMERICA 
CIVIL AERONAUTICS BOARD 
WASHINGTON, D. C. 


Adopted by the Civil Aeronautics Board 
at its office in Washington, D. C. 
on the 18th day of January, 1952. 


In the matter of the compensation for 
the transportation of mail by aircraft, 
the facilities used and useful therefor, 
and the services connected therewith, of 


CHICAGO AND SOUTHERN AIR LINES, INC. 
over its Latin American Route. 


Docket No. 2564 


ORDER DENYING PETITION FOR RECONSIDERATION 

The Board having issued on October 18, 1951, an opinion and order!’ 
fixing final mail rates for both past and future periods for the Latin 
American operations of Chicago and Southern Air Lines, Inc.; 

The Postmaster General of the United States having filed on Novem- 
ber 19, 1951, a petition for reconsideration of this opinion and order only 
insofar as the Board decided not to offset the excess earnings realized by 
the carrier's domestic operations against the "need" on its Latin American 
operations, and the carrier and Bureau Counsel having filed their respec- 
tive answers to the petition for reconsideration in support of the Board's 
decision; 

The Board, upon consideration of the petition of the Postmaster 
General, finding that it contains no matter not previously considered by 
the Board herein, and that the matters set forth therein do not warrant 
the granting of the relief requested; | 

IT IS ORDERED, That the petition for reconsideration of the Post- 
master General be, and it hereby is, denied. 

By the Civil Aeronautics Board: /s/ M. C. Mulligan, Secretary 


rder ser Oo. Ee . 


ORDER #E-5793 


Served: 


* 


Decided: October 18, 1951 


For policy reasons the Board will not offset the excess earnings 
realized from Chicago and Southern's domestic operations 
under a final mail rate against the carrier's "need" for 
mail pay resulting from operations over its Latin American 


route. 


Provision for Federal income taxes should be based on the actual 
Federal income tax rate rather than the 38 percent tax race 
in force prior to the current national defense emergency. 


APPEARANCES: 

* 

OPINION 
BY THE BOARD: 

This proceeding involves the determination of final mail rates for 
the Latin American operations of Chicago and Southern Air Lines, Inc., 
hereinafter called C&S. In response to the petition of the carrier filed 
on October 11, 1946, we issued a Statement of Tentative Findings and 
Conclusions on May 18, 1951 (Order Serial No. E-5385), proposing final 
mail rates for the international operations of C&S for the past period 
November 1, 1946-December 15, 1950, inclusive, and for the future 
period beginning December 16, 1950. | 

C&S has accepted the proposed rates, but the Postmaster General 
has filed objections and an Answer to the Statement of Tentative Findings 
and Conclusions. In accordance with the Procedural Regulations the is- 
sues raised by the objections have been defined and hearing has been held. 
The parties have submitted briefs to the Board, and have agreed to waive 
further procedural steps prior to final decision. : 
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The parties have stipulated that no facts are in controversy and 


have submitted only two issues involving questions of policy and law for 


our decision. As expressly limited by agreement of the parties, the two 
issues are as follows: 
1. Whether in fixing mail rates for past and future rate periods 


involving operations of C&S over its Latin American route, the Board 


[317] 
should offset the excess earnings realized by the carrier's domestic 
routes while operating under a final mail rate. 

2. Whether the Board should recognize and apply the actual Fed- 
eral income tax rate, rather than a 38 percent tax rate, for the purpose 
of computing the tax allowance in the rates to be established for the Latin 
American division of C&S. 

Since, except as stated above, our findings and conclusions in the 
Tentative Statement have not been contested as to matters entering into 
the determination of mail rates for this carrier, resolution of these issues 
is all that remains necessary for the determination of the fair and reason- 
able final mail rates. 

The Offset of Earnings of the Domestic Routes 

Against the"Need" of the Latin American Routes 

During part of the past period involved in this proceeding, namely, 
1948-1950, the domestic routes of C&S were operated under final mail 
rates which yielded the carrier an average rate of return on investment 
estimated at 12.5 percent. When fixing these mail rates, the Board had 
estimated a rate of return of 7.4 percent for the carrier from its domestic 
operations. In undertaking the issuance of a Statement of Tentative 
Findings and Conclusions for mail rates for C&S' international routes in 
this case we gave careful consideration to the possible offset of such ex- 
cess earnings against the "need" resulting from the carrier's international 
operations. We decided, however, for reasons of economic policy, that 
no offset should be made. 1/ The Postmaster General has objected to 


this finding, arguing that the “all other revenue" language of section 
406 (b) of the Act requires that the Board offset the excess earnings from 
domestic operations under the final rate against the "need" resulting 
from international operations in establishing rates applicable to both the 
past and future operations of the international routes. The carrier and 
Bureau Counsel maintain that there is no duty of offset, and urge that 
none be made. In fact, Bureau Counsel questions the Board's power to 
offset earnings of one segment of an air carrier's operations under an 
unchallenged final mail rate against the "need" incurred on a different 
part. 

After careful consideration of the various contentions of the parties, 


we conclude that we are not required to make the offset urged by the Post- 


master General. Subsequent to the issuance of our Tentative Statement 
in this proceeding we had occasion in the Western Air Lines, Inc. -Inland 
Air Lines, Inc., Mail Rates Case, to express an opinion on the obliga- 
tion imposed on us by the Act to consider "other revenue" for the purpose 
of reducing need in final mail rate proceedings. We there concluded that 
while we are required to take into consideration the need of a carrier for 
mail compensation together with "all other revenue", we believe that we 
are not required by section 406 (b) to reduce the carrier's mail pay with 
any part of such other revenue if there are sound reasons for not doing 
so as a matter of economic policy. Reappraising that opinion in the light 
of this case, we consider that the same principle is applicable here in 
view of the policy considerations which we discuss below. 


1/ ” : 

=’ At the same time we pointed out that we had the power to institute 
proceedings to reduce rates and that we were having the staff make 
studies of C&S' earnings to determine whether such proceedings should 
be instituted. As a result of these studies, we issued an order on 
October 1, 1951 (Order Serial No. E-5747), reopening the current final 
mail rates for the domestic operations of C&S and six other domestic 
trunkline operators. 


2/ order Serial No. E-5467, adopted June 26, 1951. 
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If an offset policy were adopted, the almost invariable result would 
be that, as in the instant case, the profits from a carrier's domestic 
operation would be used to sustain any international operations it might 
have. Recognizing this likelihood, we hesitate to burden the more robust 
segment of the industry with the obligations of the economically weaker 
part. For if the domestic air transport system can be kept financially 
sound, the public must ultimately benefit, putting aside any consideration 
of the obvious advantage of reduced rates of mail compensation. Thus, 
we anticipate that if the carriers’ earning position continues strong, reduc- 
tions in the domestic fare level will be possible, thereby giving impetus 
to the further development of the industry. In addition, with improved 
earnings, the domestic operators should be able to benefit the public and 
themselves with more modern aircraft, and with improved methods af- 
fording safer and more efficient operations. We cannot escape the thought 
that if we allow international operations to be carried on the back of 
domestic operations, we shall be subjecting the latter to an unjustifiable 
strain. Many of the domestic operators are well along the road to self- 
sufficiency. It is our duty to speed them on their way, not thwart them. 

It also appears desirable to maintain the comparative status be- 
tween those domestic operators which have foreign routes as against 
those which do not have foreign routes. Since carriers fall into fairly 
well-defined classes, the Board is enabled to fix uniform domestic mail 
rates for groups of carriers provided, of course, that their comparative 
status is preserved by excluding consideration of any international opera- 


tions. A carrier operating under a class rate has every incentive to 


operate efficiently because it may retain any profits it earns in excess of 
the estimated return to be afforded by the uniform rate. It is also ad- 


ministratively desirable to preserve a comparative status between car- 
riers because the Board has been able to analyze the operations of each 
carrier within a class in the light of the results achieved by others within 


the same class. The comparison technique of rate-making has proved to 
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be the most satisfactory and practicable available to the Board. If we 


were required to fix rates for both domestic and international operations 
at the same time, it would be difficult, if not impossible, to'find a suit- 
able basis for a comparison technique of analysis. ) 

In view of the foregoing, we find that the earnings from 1 C&S" 
domestic routes should not be used to offset the "need" resulting from 
the carrier's international routes. This conclusion stems from consid- 
erations of economic policy; we are not deciding the question of our legal 
power to make such an offset. : 

The Allowance for Federal Income Taxes 

The Postmaster General objects that it is not proper to recognize 
in the mail rate to be paid by the Government any actual corporate tax 
rate increase in excess of 38 percent because such an allowance would 
defeat the basic purposes of the tax increases, namely, to raise the 
public funds necessary to meet the national defense emergency and to 
safeguard against further inflationary tendencies. He adds that the car- 
rier, like other citizens, should bear its share of the increased tax burden. 

Although the parties have agreed that the tax return technique which 
we adopted in the Western-Inland Mail Rates Case should be employed in 
this proceeding, the Postmaster General, who strongly | 
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favored such a technique, now wishes to depart from it to the ex- 
tent that he proposes to recognize only a 38 percent tax rate instead of 
the higher actual rate of 42 percent during 1950 and 47 percent thereafter. 
Bureau Counsel and the carrier oppose this contention. Under the Post- 
master General's theory a tax allowance would be derived which falls 
short of meeting the carrier's actual tax liability as reflected on the face 
of the return. In view of the nature of the tax return techinique of mak- 
ing provision for taxes, we cannot accept the Postmaster General's argu- 


ment. 
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It is well established that in fixing the rate to be allowed a public 
utility for a proper income, the Federal income tax must be provided for 
as an operating charge. The courts have followed this principle and the 
Board itself has followed it in all of its mail rate decisions. During the 
period when Federal income tax rates on corporations were gradually 
raised from 19 percent in 1938 to the 38 percent level prior to 1950, the 
Board and other regulatory agencies recognized these increases as proper 
operating charges in determining what rates would constitute a fair return 
on investment.— 

As we indicated in the Western-Inland Mail Rates Case the purpose 
of the tax allowance is to afford the carrier an opportunity to realize the 
full rate of return which the Board has determined it should properly be 
granted to meet its statutory needs. Thus, we have determined in this 
case that the carrier is entitled to a rate of return of 7 percent for the 
past period and 10 percent for the future period. The Postmaster Gen- 
eral has not demonstrated that the rates of return prescribed for C&S and 
carriers of its class are excessive or unreasonable under current condi- 
tions. Yet, if the carrier is taxed at the 47 percent rate, but the allowance 
for taxes is based on a hypothetical 38 percent rate, as the Postmaster 
General suggests, C&S will have after taxes a rate of return on invest- 
ment of only 5.9 percent for past periods and 8.5 percent for future 
periods rather than the returns which the Board has found to be reasonable. 

Finally, another basic flaw in the Postmaster General's argument 
is that he assumes an increase in corporate taxes will automatically 
reduce the net income of unregulated enterprises, and, therefore, that it 
would be unjust to permit air carriers an exemption from this general 
reduction in corporate net income after taxes. However, there is nothing 
in the recently enacted price control or tax legislation which indicates a 
congressional intention to reduce the profits earned either by ordinary 
corporations or public utilities to a level which falls below a fair and 


reasonable return. 
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CONCLUSION 
In view of the foregoing, we find that the objections of the Post- 


master General to the Statement of Tentative Findings and Conclusions 
(Order Serial No. E-5385) issued in this proceeding should be denied. 
However, an adjustment must be made in the rate of mail compensation 
for the past period. This arises from the fact that the parties have 
stipulated that the allowance for Federal Income taxes of $130, 000 


3 Of course, our discussion of the proper Federal income tax al- 


lowance does not cover the question of excess profits taxes since they 
are not in issue here. 
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made in the Tentative Statement should be increased to $147, 000. This 
change results from the application of the tax return technique of deter- 
mining the proper allowance for Federal income taxes instead of the 
"hybrid" method which was used by the Board in the Tentative Statement 
but which has been abandoned since that time.— Accordingly, we re- 
affirm and hereby adopt our findings in the Statement of Tentative Find- 
ings and Conclusions, except with respect to the allowance for Federal 
income taxes in the past rate period and the issue of offset discussed 
above. Therefore, we now find that compensation for the transportation 
of mail over its international routes by C&S for the period November 1, 
1946-December 15, 1950, inclusive, should be fixed at $3, 662, 000. 

An appropriate order will be entered. 

Nyrop, Chairman, Ryan, Lee, Adams, and Gurney, Members of 
the Board, concurred in the above opinion. 

A public hearing having been held in the aarecenuiied Abs Scaedigs 
and the Board, upon consideration of the record, having issued its 
opinion containing its findings, conclusions, and decision, which is at- 
tached hereto and made a part hereof; : 

IT IS ORDERED, That the fair and reasonable rates of compensa- 
tion to be paid to Chicago and Southern Air Lines, Inc., for the transporta- 
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tion of mail by aircraft, the facilities used and useful therefor, and the 
services connected therewith between the points on its Latin American 
routes between which the carrier is presently or hereafter may be 
authorized to transport mail by its certificates of convenience and neces- 
sity are as follows: 

1. For the period November 1, 1946 - December 15, 1950, 
inclusive, the sum of $3, 662,000. y/ 

For the period on and after December 16, 1950: 
For each calendar month an effective rate per 
designated mile flown obtained by dividing by the 
designated miles flown during the month the product 
of 3.41 cents times the lower of 4,529,000 or the 
standard available seat-miles flown in scheduled 
passenger service during the month. For the 
period from December 16, 1950, to December 31, 
1950, the mail rate shall be derived by dividing 
by the designated miles flown therein the product 
of 3.41 cents times the lower of 2, 264,500 or the 
standard available seat-miles flown in scheduled 
passenger service during the period. 

The available seat miles flown in scheduled passenger service 
during the month shall be computed by multiplying the scheduled mileage 
flown in passenger service during the month with each aircraft type by 
the standard available seats for the type as specified below: 


Aircraft Type Seats 


DC-3 21 
DC-4 44 
Constellation 52 


4 Adoption of the tax return technique was first announced by the 


Board in Western Air Lines, Inc. -Inland Air Lines, Inc., Mail Rates, 
Order Serial No. E-5467, adopted June 26, 1951. 


Y/ This amount is equivalent to a rate of 78.87 cents per recognized 
revenue/plane mile flown in scheduled service over the international 
system. 
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The aforesaid rates per airplane mile shall be applied to, and the 


designated mileage flown shall be computed on, the direct airport-to- 
airport mileage between points served for the carriage of mail on each 
trip flown on a schedule designated or ordered to be established by the 
Postmaster General for the carriage of mail, and the scheduled mileage 
flown shall be computed on the direct airport-to-airport mileage between 
points actually served on each trip flown in scheduled passenger service, 
including all trips operated as extra sections thereto. ! 

The compensation provided above shall be inclusive of, and not in 
addition to, the mail compensation received by the carrier for the trans- 
portation of mail on and after November 1, 1946, over its Latin American 
route. | 

IT IS FURTHER ORDERED, That the aforesaid order fixing fair 
and reasonable rates shall be effective as of this date, all parties to the 
above-entitled proceeding having already waived all procedural require- 
ments subsequent to hearing short of a final decision of the Board fixing 


rates herein. 
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Order No. E-8202 


* * x 
March 30, 1954 


ORDER REOPENING PROCEEDING 

On October 18, 1951 the Board entered herein its Order E-5793 
fixing a final mail rate for the Latin American operations of Chicago and 
Southern Air Lines, Inc. (C.&S.). Thereafter, judicial review of the 
Board's order was sought by the Postmaster General. Upon such review, 
the Court of Appeals for the District of Columbia Circuit reversed the 
order (Summerfield v. Civil Aeronautics Board, 207 F. 2d 207). The 
judgment of the Court of Appeals was stayed pending review by the Su- 
preme Court, and Delta Air Lines, Inc., the successor by merger to 
C. & S., was permitted by the Court of Appeals to intervene in the review 
proceeding in the place and steadof C.&S. The Supreme Court subse- 
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quently affirmed the judgment of the Court of Appeals (Delta Air Lines v. 
Summerfield, 347 U.S. 74). On March 22, 1954, the judgment of the 
Court of Appeals issued, reversing and setting aside Order E-5793, and 
directing the Board to take further proceedings in conformity with the 
opinion of the Court. Accordingly, 

IT IS HEREBY ORDERED That this proceeding be and it is re- 
opened for further proceedings in conformity with the mentioned judg- 
ment and opinion of the Court of Appeals, and that such further proceed- 
ings be held at times and places hereafter to be assigned, and 
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IT 1S FURTHER ORDERED That Delta Air Lines, Inc., be and it 
is substituted herein in the place and stead of Chicago and Southern Air 
Lines, Inc. 

By the Civil Aeronautics Board: 

/s/ M. C, Mulligan 


M, C. Mulligan 
Secretary 


[SEAL] 
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Room E-210, T-5 Building 
Washington, D.C. 
Tuesday, September 27, 1955 


The above-entitled matter came on for hearing, pursuant to 
adjournment, at 9:30 A.M. before EDWARD T. STODOLA, Hearing 


Examiner. 
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FRANK CHABOT 
was called as a witness and having been duly sworn, was examined and 
testified as follows: 
DIRECT EXAMINATION 
BY MR. LESTER: 
Q. Will you please state your name and occupation for the record? 


A. Frank Chabot. I'm employed by the Bureau of Air Operations as Air 


Transport Examiner. 
Q. Will you please outline your education and experience and 
other qualifications ? 
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A. Iam a mail rate analyst with the Civil Aeronautics Board for 
the past ten years -- since 1945. I worked in the Navy Department, 
Bureau of Ships, doing cost analysis work in 1940, '41, '42 to '45. I 
was a pilot in the Air Corps. 

My education background is as follows: Southeasterd University 
School of Accountancy, 1937-1938; Georgetown University School of 
Business Administration, graduated in 1948, Bachelor of Science Degree. 
I have done some graduate work in statistics at American University, 
1948 and 1949. 


* 
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CROSS EXAMINATION 


BY MR. NEAL: 
* * 
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Q. Well, what are you relying on inthis case? A. For what? 
Q. With respect to rate of return level that you choose for C&S? 
A. We are relying on one, the Board policy, as far as 
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allowing the rate of return in future periods. The Board has in the past 
allowed an eight percent which they felt was reasonable. We used in 
BC-50 here in this case to indicate a statistical approach in the problem 
of determining what a fair level rate of return is. We think it is one 
approach and, as I said previously, it is merely a guide. We look upon 
it as a maximum level in determining what the proper return is in this 
case. 

Q. Well, is it a fair conclusion then, from what you have just 
said, that your recommendation is that an eight percent return be used 
here, based on the fact that in fixing future rates, the Board has used 
that historically, and two, the so-called confirmatory data contained in 
BC-50? A. Can you read the question? 

( Thereupon, the Reporter read the pending question.) 
BY MR. NEAL: 
Q. I don't want to make it hard. I want to know if there is anything 


else other than those two that you are using here? A. No, I believe 


that is correct except that here, you must remember that this is a past 
period. This is not a future period and again, when the Board has set 
eight percent and we are using this cost of capital method as a guide, 
again, it was for 'a future rate and here we are looking at a past period 


where normally, the Board does make it seven percent for a past period. 


CAB Docket Exhibit DLR-31 
No. 2564 Page 3 of 3 
(Revised) 


Determination of The Earnings - Price Ratio 1/ 
Selected Carriers 
1949 - 1954 
Earnings Average Market Price Earnings Average 
Per Price’ of 
Share October March Average Ratio Group 
Year 1949 


Delta 5 $15.25 $14.63 $14.94 6.02% 
C&S : 8.19 ls 8.60 14.42 
Braniff a 7.69 8.10 2.72 
National 7.63 5 7.88 -, 
Continental 7 6.38 6.10 1.97 
Mid-Continent % 6.63 . 7.29 11.66 
Capital a 8.19 E 9.57 18.18 


Year 1950 
Delta . 15.63 
C&S , 7.63 
Braniff 5 9.13 
National , 10.00 
Continental 5.38 
Mid-Continent . 7.57 
Capital : 10.63 


Year 1951 
Delta . 22.75 
C&S : 10.69 
Braniff é 13.13 
National : 14.50 
Continental . 8.75 
Mid-Continent a 8.26 
Capital : 13.82 


Year 1952 

Delta 5 25.82 
C&S P 17.63 
Braniff P 10.00 
National “ 12.63 
Continental “ 6.88 
Mid-Continent - 

Capital A 10.63 
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“Determination of The Earnings - Price Ratio 1/ 
: Selected Carriers 
1949 - 1954 


eee 


Average Market Price i Average 


Share| October March _ Average 


$ .75 $22.25 $20.57 $21.41 


-O1 7.00 7.00 7.00 
5.36 12.32 14.19 13.26 
2.82 7.07 6.87 6.97 
Mid-Continent - - - - 
Capital 2.10 9.94 9.38 9.66 


Year 1954 

Delta 3.25 26.00 33.88 29.94 

cé&s - - - - 

Braniff 2.81 11.63 17.19 14.41 

National 1.60 18.00 22.32 20.16 

Continental 1.32 8.88 12.07 10.48 

Mid-Continent - - - - 

Capital 2.10 16.00 26.44 21.22 12.16 
Average of 6 Periods 14.61 


1/ Each of the above ratios is computed by dividing the year's earnings by the 
average of the October market price in that year and the March market price 
of the succeeding year. 
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Exhibit BCR - N-300 


* * * 


Rebuttal Testimony of Bureau Counsel 
Witness Chabot 
* * * 
[776] 

DLR-30 purports to be an application of the '"Multi-Element' Rate 
of Return Established by Bureau Counsel in Exhibit BC-50." Of course, 
Bureau Counsel did not "establish" a "multi-element" rate of return. 

On the contrary, Bureau Counsel recommended a composite rate of 
return derived by applying the average Big Four cost of capital to the 
average Big Four capitalization for the 1949-54 period and as of June 30, 


1954. Delta's exhibit subverts the conclusion of BC-50 -- in the face of 
the Board's unqualified rejection of the differentiated rate of return -- 
and applies the factors to an entirely different situation. The Board has 
found that the airline industry has not yet reached the stage of develop- 
ment where a differentiated return is warranted. This position recog- 
nizes, among other things, that the debt-equity ratio in an industry of 
this type cannot yet be stabilized at an "ideal" point as it can be in 
industries with more stable capital requirements; that the short-run 
ratios are not representative for fixing rate of return; but that, never- 
theless, some substantial amount of debt and preferred stock is 
warranted in airline capital structures. 


[778] 
Exhibit BCR-N-301 
Page 1 of 2 


REOPENED DELTA - C&S MAIL RATE CASE | 


cket No. 


Additional Testimony Rate of Return 


In our direct exhibits we showed an offset of all domestic earnings 
in excess of an 8% return on recognized investment. This view was 
predicated on the Board's findings in numerous domestic rate cases that 
an 8% return on investment is sufficient to compensate carriers for the 
risk of subsidy operations on future rates and on the view that the risks 
encountered by C&S during the 1948-1951 period were substantially those 
of a carrier on a final future rate. Additional support for the adequacy 
of this level of return is found in the Board's evaluation of airline in- 
vestor's demands in its findings as to the cost of capital in the Trans- 
atlantic Case. BC-50 sets out the basic data relied upon by the Board 
in that case. The review of C&S's need was then tentative, subject to a 
showing by Delta that C&S may have had a need for a greater return than 
8% on its domestic investment. After a reviewof Delta's exhibits and 
written testimony, it is not possible to conclude that C&S had a need for 
a return greater than 8% on investment. | 


As indicated in BCR-N-300, there is little factual dispute as between 
the overall position stated in Bureau Counsel's exhibits and Delta's. The 
main differences lie in the significance attached to the various exhibits 
and the testimony. We do not believe the exhibits show a need for more 
than 8% return. 

Only in the "cost of capital” phase are there factual disputes; and 
even on this phase there seems to be no fundamental disagreement as to 
the basic theory and method of costing capital nor is there any dispute as 
to the limited significance of the cost of capital which Delta also indicates 


it considers to be only one factor among the many to be considered. The 


factual dispute lies in the choice of carriers and capital structure and in 


the period chosen to develop the earnings price ratios. 

Whereas we have used the Big Four earnings price ratios and Big 
Four capitalization, Delta claims that the average earnings, price ratios 
and average capital structure of a selected group of carriers better 
indicate its equity earnings requirements. 

Exhibit BCR-301 shows that the equity earnings and the earnings 
price ratios of the whole industry and especially the smaller carriers 
were abnormally high during the 1949-54 period. It shows, more partic- 
ularly, that the greatest abnormality results in the instances of the car- 
riers selected by Delta in DLR-31. Delta's choices become even less 
representative in light of the fact that in at least two cases - National for 
1953 and Braniff for 1954 - the carriers reported tremendous non- 
recurring capital gains which investors have, of course, ignored as shown 
by the fact that the market price did not advance accordingly. 

Whatever the reasons for this result, it would be unsound to measure 
a carrier's need for earnings by the abnormal results obtaining for a par- 
ticular group of carriers for a short span of years. Using the Big Four 
earnings price ratios for this period which are not so distorted, has the 
advantage of crediting the increase in earnings price ratios without 
placing complete emphasis on the abnormalities observed in the cases of 
the carriers used by Delta. It is because of the fact that even the Big Four 


earnings price ratios have shown significant increases in recent years that 
we view the return shown in BC-50 as a "ceiling" on the return for C&S in 
this case. * * * * 


INITIAL DECISION OF EDWARD T. STODOLA, HEARING 
EXAMINER 


Served: Dec. 16, 1955 
* 
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Delta next claims that even if the requested review was 5 initially 
broader than the Board's failure to offset the $654, 000 of alleged excess 
earnings in the period closing on December 15, 1950, the Postmaster 
General's subsequent course of action in the appeal proceedings narrowed 
the review to the period prior to that date. Delta points to the fact that 
the "Statement of the Case” in the Postmaster General's brief to the 
Court of Appeals only once adverts to a possible challenge of the future 
rates for the period ending on September 30, 1951; that this disclaims ~ 
any challenge for the period ending on September 30, 1951; that this dis- 
claimer is precise and unqualified and leaves no doubt as to its intent; 
and that the effect of this disclaimer was certainly to remove from the 
appeal proceedings the issue of the validity of the Board's original order 
in this proceeding insofar as it fixed the C&S domestic rates for the 
period after September 30, 1951. Moreover, Delta points to the fact 
that the conclusion of the Postmaster General's brief to the Court of Ap- 
peals only requests the modification of the order of the Board to reduce 
C&S' mail pay in the amount of $654,000, which was the alleged excess 


prior to December 16, 1950; the carrier argues that even if any excess 


for a later period had not been 


[ 1080] 
reduced to a dollar amount, it was nevertheless necessary tor the Post- 
master General to ask for some sort of judicial action with respect to the 
rate for the period after December 15, 1950, if relief was ‘to be secured 
as to that rate; and it insists that the language of the Court of Appeals' 


[ 1080] 


36 


opinion affirmatively shows that this Court regarded the excess accruing 
during the period prior to December 16, 1950, as the only issue. 29/ 
Further, Delta directs attention to the fact that in subsequent appeal pro- 
ceedings in the United States Supreme Court the brief of the Postmaster 
General continues to treat the issue on appeal as involving only the 
period prior to December 16, 1950.28/ Finally, Delta contends that the 
Postmaster General's brief to the Supreme Court clearly excludes as an 
issue on appeal the C&S rates for any period after December 15, 1950, 


and that the language of the Supreme Court itself so construed the scope 


of the se at 


Delta's contention that the proceedings before the Court of Appeals 
and the Supreme Court were limited to an attack on the rates of C&S prior 
to December 15, 1950, is also untenable. While it is settled law that in 


——— 


15/ 207 F. 2d, at page 209. 


16/ Thus, in his Supreme Court brief the Postmaster General states 
as follows at page 15: "The sole question here is how much subsidy C&S 
is to receive for its international operations for the years 1948 through 
1950 in addition to the very substantial subsidy which it already has 
received for domestic operations during the same period . . . . Second, 
this case relates only to the treatment of excess domestic profits -- i.e., 
those in excess of 7.4% -- which have accrued under prior subsidy pay- 
ments.'' (Emphasis supplied.) Similar limiting language of the Post- 
master General appears at pages 2 and 5 of said brief. 


11/ The language referred to reads as follows (347 U.S. at page 76): 
"In fixing the subsidy for the past period the Board refused to offset 
against the carrier's need for foreign operations the excess earnings on 
its domestic flights." (Emphasis supplied.) 


[ 1081] 
appeal proceedings assignments of error initially made by the appellant 
will be regarded as abandoned if they are not briefed or argued — and 
while it is equally true that positions affirmatively expressed by an appel- 
lant on brief and argument to the Appellate Court will control the scope of 
the issues on appeal, 22 it cannot be said that the domestic earnings of 


[ 1082] 


EEL SE 


C&S after December 15, 1950, were not in issue before the reviewing 
courts. The Postmaster General urged an offset of alleged domestic 
earnings before the Board for both the period before and after 1950; his 
argument before the Court of Appeals specifically challenged future rates 
up to September 30, 1951; and the Court of Appeals directed a reversal 
of the Board's refusal to make an offSct without expressly limiting the 
judicial action to any particular rate period. In affirming, the Supreme 
Court accepted the principle of offset as laid down by the Court of Ap- 
peals. It was not necessary for either Court to be concerned with the 
dollar amounts involved in the requested offset before the Board for the 
period December 16, 1950 - September 30, 1951. The legal considera- 
tions involved were identical to those relating to the period prior to 
December 15, 1950. As a matter of fact, at the time of the proceedings 
which culminated in Order No. E-5793, the Postmaster General could 
not have been aware of the amount of possible excess earnings being 
produced by the domestic rate in effect during the period December 16, 
1950 - September 30, 1951. : 


18/ I.T.S. Rubber Co. v. Essex Rubber Co., 272 U.S. 429 (1926); 
10B et al. v. Los Angeles Brewing Co., 183 F. 2d 398 (9th Cir. 1950); 
Commissioner of Internal Revenue v. Purdy, 102 F. 2d 331 (1st Cir. 1939); 
and Wardman-Justice Motors, Inc. v. Petrie, 39 F. 2d 512 (D.C. Cir. 
1930). 
19/ Sweeney v. District of Columbia 113 F.2d 25 (D.C. Cir. 1940) 


[ 1082] 
The Court's mandate, of course, is to be construed in the light of 
the issues actually before the Court and in the light of its opinion when it 


rendered the judgment. 22 In consulting the Petition for Review and the 


opinion of the Circuit Court of Appeals on the disposition of the basic is- 
sue raised by the Petition, there can be no question that both the past and 
future domestic rates were specifically in issue on the offset question. 
Indeed, Delta does not deny that earnings under the domestic future rate, 
commencing January 1, 1948, should be considered in this proceeding. 


[ 1080] 
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opinion affirmatively shows that this Court regarded the excess accruing 
during the period prior to December 16, 1950, as the only issue.2°/ 
Further, Delta directs attention to the fact that in subsequent appeal pro- 
ceedings in the United States Supreme Court the brief of the Postmaster 
General continues to treat the issue on appeal as involving only the 
period prior to December 16, 1950. 26/ Finally, Delta contends that the 
Postmaster General's brief to the Supreme Court clearly excludes as an 
issue on appeal the C&S rates for any period after December 15, 1950, 
and that the language of the Supreme Court itself so construed the scope 
of the appeal 

Delta's contention that the proceedings before the Court of Appeals 
and the Supreme Court were limited to an attack on the rates of C&S prior 


to December 15, 1950, is also untenable. While it is settled law that in 


15/ 207 F. 2d, at page 209. 


16/ Thus, in his Supreme Court brief the Postmaster General states 
as follows at page 15: "The sole question here is how much subsidy C&S 
is to receive for its international operations for the years 1948 through 
1950 in addition to the very substantial subsidy which it already has 
received for domestic operations during the same period . . . . Second, 
this case relates only to the treatment of excess domestic profits -- i.e., 
those in excess of 7.4% -- which have accrued under prior subsidy pay- 
ments." (Emphasis supplied.) Similar limiting language of the Post- 
master General appears at pages 2 and 5 of said brief. 


1%/ The language referred to reads as follows (347 U.S. at page 76): 
"In fixing the subsidy for the past period the Board refused to offset 
against the carrier's need for foreign Operations the excess earnings on 
its domestic flights." (Emphasis supplied.) 


[ 1081] 
appeal proceedings assignments of error initially made by the appellant 


will be regarded as abandoned if they are not briefed or argued a and 


while it is equally true that positions affirmatively expressed by an appel- 
lant on brief and argument to the Appellate Court will control the scope of 
the issues on appeal, 22 it cannot be said that the domestic earnings of 
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C&S after December 15, 1950, were not in issue before the reviewing 
courts. The Postmaster General urged an offset of alleged domestic 
earnings before the Board for both the period before and after 1950; his 
argument before the Court of Appeals specifically challenged future rates 
up to September 30, 1951; and the Court of Appeals directed a reversal 
of the Board's refusal to make an offset without expressly limiting the 
judicial action to any particular rate period. In affirming, the Supreme 
Court accepted the principle of offset as laid down by the Court of Ap- 
peals. It was not necessary for either Court to be concerned with the 
dollar amounts involved in the requested offset before the Board for the 
period December 16, 1950 - September 30, 1951. The legal considera- 
tions involved were identical to those relating to the period prior to 
December 15, 1950. As a matter of fact, at the time of the proceedings 
which culminated in Order No. E-5793, the Postmaster General could 
not have been aware of the amount of possible excess earnings being 


produced by the domestic rate in effect during the period December 16, 


1950 - September 30, 1951. 


18/ 1.7.8, Rubber Co. v. Essex Rubber Co., 272 U.S. 429 (1926); 
10B et al. v. Los Angeles Brewing Co., 183 F. 2d 398 (9th Cir. 1950); 
Commissioner of Internal Revenue v. Purdy, 102 F. 2d 331 (1st Cir. 1939); 
and Wardman-Justice Motors, Inc. v. Petrie, 39 F. 2d 512 (D.C. Cir. 
ag) Sweeney v. District of Columbia 113 F.2d 25 (D.C. Cir. 1940) 

[ 1082] | 

The Court's mandate, of course, is to be construed in the light of 
the issues actually before the Court and in the light of its opinion when it 
rendered the jadementeo’/ In consulting the Petition for Review and the 
opinion of the Circuit Court of Appeals on the disposition of the basic is- 
sue raised by the Petition, there can be no question that both the past and 
future domestic rates were specifically in issue on the offset question. 
Indeed, Delta does not deny that earnings under the domestic future rate, 


commencing January 1, 1948, should be considered in this proceeding. 
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The Court of Appeals was aware that the domestic future rate ran beyond 
December 15, 1950. As previously noted, it was specifically informed 
that the rate closed on September 30, 1951. Order No. E-5793, which 
established the international rates for C&S retroactively from November 
1, 1946, through December 15, 1950, and prospectively from December 
16, 1950, was reviewed by the Court of Appeals. That order was 
reversed and set aside in its entirety and the matter was remanded with 
directions to determine and fix a rate in accordance with the opinion of 
the Court of Appeals. While the Court's language with respect to the 
rate periods for domestic earnings to be considered for offset is ob- 
viously imprecise, ‘there is no doubt in the opinion of the Court of Appeals 
as to the rate-making principle which was considered and established. 


* * * * 


20/ Wilkinson v. Massachusetts Bonding & Ins. Co., 16 F. 2d 66 (5th 
Cir. 1926); see also: Re Standard Fork and Tool Company, et al., 160 


U.S. 247 (1895); and Federal Trade Commission v. Standard Education 
Soc., 148 F. 2d 931 (2nd Cir. 1945). 


[ 1085] 
* * * * 
In the instant situation, the facts are that the Postmaster General 
concurred in the Board's October 1, 1951, domestic rate;=” 


* * * 


25/ Established by Order No. E-5956, December 19, 1951. The 
Postmaster General had objected to a phase of that decision not involved 
here and the question was resolved in his favor. 


* * * * 
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Bureau Counsel disputes Delta's claim that the average earnings/ 
price ratios and average capital structure of the selected group of seven 
carriers better indicate the earnings requirements of C&S than the Big 


[1115] 
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Four earnings/price ratios and Big Four capitalization on the grounds 
that the equity earnings and earnings/price ratios of these smaller car- 
riers were abnormally high during the 1949-54 period and that in at least 
two cases -- National for 1953, and Braniff for 1954 -- those carriers 
reported non-recurring capital gains which were ignored by investors in 
appraising the securities of the latter two carriers. To the extent that 
the equity earnings and earnings/price ratios of the smaller carriers 
were abnormal during that period, they of course reflected the constantly 
changing capital requirements which were a part of a young and growing 
maueten eee The effect of the non-recurring gains in the case of National 
and Braniff on the market price of their common stock is a matter of 


speculation; there is no proof in the record that the intermediate-carrier 


sample used to develop an earnings/price ratio by Delta is significantly 
affected by those gains. Indeed, the fact is that in the 1949-54 period the 
air transport industry had reached a state of greater stability and matu- 


rity than at any time in its earlier history. 


66/ Bureau Counsel raises no question as to C&S' capital structure 
during the postwar period, except to intimate, paradoxically enough, 
that its management's almost exclusive reliance on equity financing some- 
how detracts from a cost-of-capital method which includes C&S" high- 
equity capital structure. In view of the Board's long-standing policy 
against the use of substantial debt in airline capitalizations, Bureau 
Counsel's position in this regard cannot be defended. See: Capital Air., 
Mail Rates, 10 C.A.B. 705, 725 (1949); Trans World Air., Control by 
Hughes Tool. 12 C.A.B. 192, 218-220 (1950). 


[1115] 

In view of the foregoing, it must be held that the cost of common- 
stock equity measured by the intermediate-size carriers comparable to 
C&S provides the most valid basis for the cost of capital for the purposes 
of this proceeding. Several modifications, however, must be made to 
the general method used by Delta to arrive at the appropriate rate of 


return in terms of the cost-of-capital approach. For reasons already 
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noted in the findings made on the question of the differentiated rate of 
return, the earnings/price ratio derived by Delta for the seven inter- 
mediate-size carriers must be applied to the average capital composi- 
tion of the carriers in C&S' class, rather than to C&S' own capital com- 
position. The determination of the earnings/price ratio for the seven 
selected carriers requires the inclusion of the calendar year 1948, which 
is a part of the offset period here under ravine From C&S' Forms 
41 to the Board, it appears that C&S" interest rate on borrowings during 
a part of the 1948-54 period was only 2.5 percent; but since the average 
rate for the intermediate-size carriers as a group was approximately 
3.5 percent, the latter figure will be allowed on the debt portion of the 
average capital structure relied upon. Finally, there is evidence in the 
record that C&S’ actual flotation costs for the years 1940, 1943, and 1956 
were 10.7 percent and thus considerably higher than the 8.0-percent 
figure used by Bureau Counsel. Average flotation costs for the domestic 


trunkline carriers have, however, decreased in recent years. 


67/ As already noted, the Postmaster General would rely upon pre- 
determined rates of return (7.4 percent in the 1948 rate and 8 percent 
in the 1951 rate) for the purposes of determining the amount of domestic 
earnings to be offset during the 1948-51 period; he opposes the cost-of- 
capital analysis as an index of an appropriate rate of return. But the 
appropriate rate of return for C&S in this proceeding cannot be deter- 
mined by the application of the hypothetical return forecast used for the 
carrier in fixing future rates in 1948 and in 1951. Its return require- 
ment must be determined in terms of the evidence in 

(Continued on page 51 [1116] ) 
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The most recent experience of C&S (8.88 percent in 1946) and Delta (9 
percent in 1952) confirms this view. Under the circumstances, an al- 


lowance of 9 percent for flotation costs appears reaeonanion The 


; 69 
foregoing method —— supports an overall rate of return of 10.2 percent 


for C&S during the offset period here under review. 


[1447] 
41 


While the cost of capital is but one test of a reasonable rate of 
return-albeit an important one--other evidence available forms a more 
complete measure of the fair and reasonable rate of return for C&S dur- 


ing the years covered by the offset period. 


67/ (continued from page 50 [ 1115]) 
the instant case. The Postmaster General made no effort to do that. 
However, if air-carrier costs of capital are to be used, the Postmaster 
General would limit the data to the period coterminous with the offset 
period. It would for obvious reasons be unsound to measure a carrier's 
needs for earnings in terms of the cost of money to the airline business 
for the short span of years contended for by the Postmaster General. 


68/ This allowance is consistent with the Board's finding in the Trans- 
atiantic Final Mail Rate Case (Order No. E-8833, December 20, 1954, 
pp. 91-92) that an 8-percent allowance was sufficient for the purposes of 
that proceeding, in the light of the industry averages, because Pan 
American and TWA could be expected to float larger-than-average is- 
sues. There is no evidence that Delta, or the other carriers of the 
selected carrier group, will be floating larger issues than the industry 
average. Moreover, the average flotation costs for the intermediate 
carriers aS a group have exceeded 9 percent. 


69/ The application of the earnings/price ratio of Delta, Braniff, 
Capital, Continental, Mid-Continent, National, and C&S of 13.45 per- 
cent, allowing 9 percent for flotation costs and 5 percent for under- 
pricing (reduced by 40 percent to account for the portion of equity capital 
contributed by plowed-back earnings) results in the following rate of 
return for the years 1948-54: 


Percent of Total Rate on 
Capital Component Capitalization Component Rate 


Debt 39. 36% 3.50% 1.378% 
Common Stock and Surplus 60.64 14.58 8.841 
10. 219% 


[ 1447] 
* j * 
February 24, 1956 
NOTICE TO ALL PARTIES 
At the direction of the Board, you are hereby notified that all 
parties to the proceeding are requested to present their views with 
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respect to the following issue: 


Whether the Board must as a matter of law, or 
should as a matter of policy, establish the mail 
pay rate for Chicago and Southern's international 
operations for the period December 16, 1950, 
through July 31, 1952, ona past period basis, 
using actual operating results during that 
period. 


The parties are hereby granted permission to file supplemental 
briefs limited to the above-stated issue on or before March 12, 1956. 
In addition, the Board will hear argument on this issue at the oral 
argument to be held on February 29, 1956. No postponement of 
the oral argument will be granted because of the inclusion of this ad- 
ditional issue. 


/s/ Francis W. Brown 
Chief Examiner 
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[1644] 


* * 


SUPPLEMENTAL BRIEF OF BUREAU COUNSEL 
TO THE BOARD 


March 22, 1956 


* 


[ 1646] 
* * 
BUREAU COUNSEL'S POSITION 
At the oral argument held on February 29, 1956, Bureau Counsel 
stated his position that, as a matter of policy, the operations conducted 
under the international rate for the period beginning December 16, 1950 
should 
* 
[ 1647] 
not be reviewed on a past period basis. This position was based, in 
large part, on the considerations set forth in the Board's decision in the 
Transatlantic Final Mail Rate Case in connection with TWA's motion to 
curtail the issues.~ However, Bureau Counsel recognized that the ap- 
plication of the Transatlantic decision to the peculiar facts involved in 
the Delta-C&S case raised legal problems concerning which he was not 
then prepared to take a position (Tr. 126). 


Bureau Counsel, having now had the opportunity to examine the law 


on the subject in detail, concludes that, however desirable it may be 
policy-wise to attribute absolute finality to the previously established 
international rate level for the period beginning December 16, 1950, the 
Board must, as a matter of law, review the actual results of the carrier's 
international division for the period December 16, 1950 through September 
30, 1951 on a past period basis, using actual results. : 


{ 1647] 
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Bureau Counsel submits that the proper period for the review of 
international operations is December 16, 1950 through September 30, 
1951, rather than through July 31, 1952, as proposed by the Postmaster 
General. This recommendation is based upon the same reasoning as 
that set forth in our Brief to the Board on the issue of the review period 


for offset purposes (see pages 7-12). 


* * 


1/ Order No. E-9441, July 28, 1955. 


[1755] 
$$$ 8 
Be atenbeONEIO56 [1754] Order No. E-10593 


OPINION AND ORDER REOFENING THE RECORD 
FOR FURTHER HEARING 


This proceeding involves the establishment of appropriate sub- 
sidy mail pay for the operations of the Latin American Division of 
Chicago and Southern Airlines, Inc. (C&S) for the period November 1, 
1946, through July 31, 1952. Rates for the period involved were 
previously established by the Board” in 1951, in the form of a past 
period rate from November 1, 1946 through December 15; 1950, anda 
future period rate thereafter. At that time, the Board declined for 
policy reasons to offset against the carrier's computed need for subsidy 
in its foreign operations, possible excess earnings being contempo- 
raneously realized from domestic operations. These rates were set 
aside on judicial review on the ground that the Board had erroneously 
failed to consider the carrier's need as a whole. 

Upon remand, the case was reopened for further hearing, after 
which Examiner Edward T. Stodola issued an Initial Decision in which 
he concluded that, taking into account the domestic earnings of the 


carrier, the mail 


T7 C&S has since merged with Delta Air Lines (Gxt Nos. E-7052, 
7053, dated December 24, 1952) and the present proceeding is being 
prosecuted by the latter carrier. 

2/ Order No. E-5793 dated October 18, 1951. 

3/ Summerfield v. C.A.B. 207 F (2) (c. A.D.C. 1953), affirmed 
sub nom Delta Air Lines v. Summerfield 347 U.S. 74 (1954) 
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compensation originally awarded by the Board in 1951 for C&S's foreign 


operations for the period November 1, 1946, through September 30, 
1951, should be reduced by over $700,000 of "excess" earnings of the 
domestic division. The Examiner specifically noted that the hearing had 
been confined by the parties to issues relating to the amount of excess 


earnings of the domestic division and that no party had sought re- 


[1755] 
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examination of the prospective rate level established for the Latin 
American Division by the Board for the period beginning December 16, 
1950. Exceptions to the Initial Decision and briefs in support thereof 
were filed by the parties. Thereafter, but prior to oral argument, the 
Board raised the question, sua sponte, whether it should not also re- 
examine the rate level for international cperetioust=/ Oral argument 


was heard on this issue, as well as the other issues in the proceeding, 


and the parties have filed extensive briefs to the Board thereon. 
On brief, both the Post Office Department and Bureau Counsel 
took the position that the Board must, as a matter of law ,2/ redeter- 


mine the rate level for C&S' international operations subsequent to 
December 16, 1950,” on the 


4/ The Board, by notice dated February 24, 1956, asked the parties 
to address themselves to the following question: 

"Whether the Board must as a matter of law, or should as a 
matter of policy, establish the mail pay rate for Chicago and 
Southern's international operations for the period December 
16, 1950 through July 31, 1952, ona past period basis, using 
actual operating results during that period." 

5/ Bureau Counsel had, prior to filing his brief, taken the view that 
the Board, as a matter of policy, should not re-examine the rate level 
for C&S’ Latin American Division. ee, 

6/ The Board's order of October 18, 1951 (E-5793) had established 
a mail rate for C&S's operations for the period November 1, 1946 - 
December 15, 1950, on a retroactive basis, which involved the use of 
actual operating results. The rate for the period for December 16, 
1950 forward, however, was a future rate which was established on 
the basis of forecasts. The future rate remained in effect until 
July 31, 1952. It was superseded by a new prospective rate. Order 
No. E-6908, dated October 22, 1952. 


[1756] 
basis of actual operating results. The Post Office Department advanced 
the contention that the rate level should be redetermined through 
July 31, 1952, whereas Bureau Counsel suggested that the redetermina- 
tion need be made only through September 30, 1951. Delta argued that 
the Board could not, as a matter of law, redetermine the rate level for 


Fe [1757] 
the international division, and even if it could, it should not do so as 
a matter of policy; finally, Delta argued that in no case could the re- 
determination of rate level for the international division extend beyond 
September 30, 1951. 

We have carefully considered the contentions of the parties on 
the issues and have concluded that, in establishing the rate for C&S in- 
ternational operations for the period from December 16, 1950, through 
July 31, 1952, we should consider the carrier's actual operating ex- 
perience and may not at this time properly rely on forecasts made 
more than five years ago. Accordingly, we will reopen the record 
herein for further hearing with respect to the rate level to be fixed for 
C&S' international operations. 

Delta asserts that we are without power to review the previously 
established rate level for C&S' international operations. This argu- 
ment is premised upon a narrow interpretation of the mandate of the 
Court of Appeals. First, Delta argues that the mandate does not re- 
quire any review of C&S' operations after December 16, 1950 since, it 
is alleged, the Postmaster General did not appeal from the prospective 
rate set by the Board from December 16, 1950 forward, but only from 
the past rate. Delta's arguments on this issue are substantially the 
same as those made to the Examiner in connection with Delta's argu- 
ment for limiting the review of its domestic division's operations to 
the period prior to December 16, 1950. These contentions were pro- 
perly rejected in the Initial Decision (pp. 15-19) and should be rejected 
for 
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similar reasons here. Contrary to Delta's view, a fair appraisal of 
the Post Office's appeal documents reveals no intention to waive or de- 
part from its position before the Board, in which it challenged the 
Board's failure to make an offset in both the past and future periods. 


Moreover, the opinions in both the Court of Appeals and the Supreme 
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Court give no indication that the broad rate-making principles to which 
they were addressing themselves were only applicable to the past 
period. The order of the Court of Appeals setting aside the Board's 
decision was by its terms applicable to both past and future periods, 
since it reversed and set aside in toto Order No. E-5793, supra, 
which had established rates for both periods. 

Delta further argues that the mandate of the Court of Appeals, 
when properly interpreted, confines the Board to a review of domestic 
“excess” earnings. If the mandate were in fact so restrictive, the 
Board would only be under a duty to make a determination of the "ex- 
cess" earnings of the domestic division, with an arithmetic deduction 
of the previously determined international rate to follow automatically. 
However, we believe that the court's mandate, when interpreted in 
the light of the entire opinion, reflects an injunction upon the Board to 
fix subsidy rates for a carrier based upon the need of the carrier as a 
whole. We believe that we should take whatever measures are neces- 
sary to conform to this broad mandate. Our position in this regard is 
similar to that which we took in the Transatlantic Final Mail Rate Case! 
in connection with the "screening" issue (e.g. whether the Board in 
determining "excess" earnings need review the operations of the closed 


division of the carrier under honest, economical and efficient 


7/ Order No. b-0672, dated September 29, 1954. 
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management). There the carriers’ argument was that the Post Office , 
in earlier stages of the proceeding, had assumed that excess earnings 
could be determined on the basis of the carrier's reported results and 


that the Court's mandate required no broader inquiry by the Board. 2/ 


However, we interpreted the court's decision as requiring us to deter- 
mine a carrier's need in accordance with our usual rate-making prin- 


ciples. Consequently, we held that, even if the Post Office's failure 
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to raise the issues earlier be deemed a waiver, the Board would never - 
theless on its own motion be required to reopen the record in order to 
"screen" domestic division operating results to determine "excess" 
earnings Obviously, if screening of C&S' domestic operations on 
the basis of actual operating results is required to determine properly 
the "need" of the carrier, where the domestic rate was not set aside 
by the court, it would be anomalous to conclude that the "need" for 
international operations in the same general period, for which the rate 
was set aside, could be determined on the basis of forecast data while 
ignoring actual operating results. | 

Moreover, Bureau Counsel and the Post Office argue that, even 
if the court's mandate was a narrow one, as urged by Delta, the Board 
is free to go beyond that mandate. Bureau Counsel and the Post Office 


contend that under the Pottsville doctrme,=0/ it is an established prin- 


ciple of administrative law 


$7 Bureau Counsel supported the carrier's position. 
9/ Transatlantic Final Mail Rate Case, Order No. E-8672, dated 
Sept. 29, 1954, pp. 5-10. 

10/ F.C.C. v. Pottsville Broadcasting Co. , 309 U.S. 134 (1940). In 
this case Pottsville sought a permit for construction of a radio station. 
The Commission denied the application, the controlling reason being 
that the applicant was financially disqualified. On review, the Court 
of Appeals held that the Commission's conclusion was based upon an 
erroneous understanding of Pennsylvania law and remanded the case to 
the Commission. Upon remand, the Commission determined to con- 
sider two subsequently filed applications. On review the Court of 
Appeals instructed the Commission to set aside its order and to determine 
the case on the basis of the original record. In a unanimous decision, 
the Supreme Court reversed the Court of Appeals holding that when the 
Court has pointed out the Commission's error, it has exhausted its 
jurisdiction; the administrative agency is alone authorized to perform 
the legislative function and could take whatever action necessary to 
satisfy its statutory obligation. 
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that when an order of an administrative agency is set aside by a review- 


ing court, the agency is not limited to a correction of errors of law 
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revealed by the reviewing court, but is "bound to deal with the problem 


afresh, performing the function delegated to it by Congress. whl/ They 


argue that this function, under our statute is the establishment of rates 
which, insofar as they include subsidy, require a consideration of the 
need of the carrier as a whole. 

Delta urges that under the Pottsville doctrine an agency is em- 
powered only to relitigate questions not "laid at rest” on appeal, and 
that issues which could have been, but were not appealed, are closed 
under principles of res judicata, and that where there has been reli- 
ance on the Board's decision, as in this case, the principles of res 
judicata are especially pertinent. Delta points out that when in Octo- 
per 1951, the Board entered its order fixing the C&S international 
rate from December 16, 1950 forward, the Board already had avail- 
able to it the actual operating results of C&S for seven months follow- 
ing December 1950. Delta claims that since the parties did not attempt 
to question the rate, in the light of the actual operating results, either 
before the Board or before the Court, this is an issue that could have 
been litigated but was not, and should, therefore, be "laid at rest". 

It is contended that this situation is distinguishable from that faced in 
the Pottsville Case because the court was not there called upon to de- 
termine whether a decision on issues not appealed from could be 


reopened. sed 


Ti7 SEC v. Chenery Corp. , 322 U.S. 194 (1947). 

12/ Delta cites several cases, such as Re Sanford Fork & Tool Co., 
160 U.S. 247, holding that matters which could have been and were not 
raised on appeal may not be reopened on remand. These cases deal 
with judicial reversals of court decisions and do not involve remand 
to administrative agencies. It is clear from the Pottsville decision 
that ''The familiar doctrine that a lower court is bound to respect the 
mandate of an appellate tribunal and cannot reconsider questions which 
the mandate has laid at rest" is not applicable to administrative re- 
mands (309 U.S. at 140). 
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Whether or not Pottsville is applicable to issues which could 
have been, but were not raised in the original appeal is really imma- 
terial, since it is clear that the issue here involved was not one which, 
as a practical matter, could have been previously so raised. While 
C&S' international operating results for a substantial period subsequent 
to December 16, 1950 (the start of the future period) were available 
prior to the Board's order of October 18, 1951, fixing the future rate, 
this does not mean that any party focused, or should have focused on 
the desirability of re-establishing the cut-off date for the start of the 
future period (or for the use of actual operating results rather than 
forecasts for subsidy payments after December 16, 1950).23. As 
Delta points out elsewhere in its brief, the Board "never establishes a 
future mail rate as of the exact date that the very latest infor mation is 
before it. Procedurally, it would be impossible to do so. " (Emphasis 
Delta's) Consequently, there was no issue which, as a practical mat- 
ter, any party could have raised on appeal, insofar as Board use of 
forecast data at the time the rate was established is concerned. 14/ 

But, in any case, even if we assumed the distinction between 
Pottsville and the present proceeding which Delta urges upon the Board, 
it is doubtful whether it would serve to distinguish the case from the 
instant one. The opinions in Pottsville, and in other cases following it, 
do not support the 


13, 7 Examination of the Board's opinions finalizing C&S' Latin Ameri- 
can Division rate does not reveal any reference to the reported data for 
C&S' operations subsequent to December 16, 1950. 

14/ Compare ICC v. Jersey City, 322 U. S. 503 (1944). 
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15/ 


materiality of the asserted difference between the cases.— 


In our 
judgment, the Board could only reach the result suggested by Delta 
through a more restricted reading of Pottsville than has heretofore 
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been made; one which would imply a more limited power on the Board's 
part with respect to rates than with respect to certificates. The logic 


of the Pottsville Case applies with equal force to rate cases as well as 


certificate cases. As Bureau Counsel points out, it is just as impor- 
tant for a rate-making agency to be empowered to review the entire 
rate level on remand as it is for a licensing authority to be empowered 
to reconsider all aspects of the public convenience and necessity. The 
original order fixing the international rate level on and after Decem- 
ber 16, 1950, was necessarily based upon estimated results and upon 
the assumption that no offset of domestic earnings was required. 
However, under the Supreme Court decision in the C&S Case, the 
Board must review, on a hindsight basis, the results of the domestic 
division. Since only one fair and reasonable rate can be issued by the 
Board, it is clear that the Board must have the power to review all of 
the results of the carrier's entire operations for both the international 
and domestic divisions on a hindsight 


15/7 Compare NLRB v. Donnelly Garment Co. 330 U.S. 219 (1947). 
In this case, a proceeding was returned to the NLRB with specific 
directions as to the matters to be reheard. The agency complied with 
the mandate but refused to broaden the inquiry. Upon further appeal, 
the agency's position was sustained, the Supreme Court pointing out that 
where "the remand did not call for a proceeding de novo, the Board was 
not required to reopen any issue as to which its ruling was left unas- 
sailed by the Circuit Court of Appeals in its first decision." (p. 228). 
However, the court made plain the fact that the agency had discretion 
to make a broader inquiry. Thus, the Supreme Court stated: "From 
the Court's opinion there appears a very restricted dissatisfaction with 
the original proceedings before the Board, calling for a correspondingly 
restricted correction .... ‘The least that the Board can do' may well 
imply that the Board is authorized to draw on the wide scope of its sta- 
tutory discretion. But to advise the Board of the least that it can do 
does not put the Board in default for not doing more." (p. 228). 
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basis in order to insure that the end result will be fair and reasonable 


in accordance with statutory requirements. Thus, had C&s' 
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international operations lost money during the period in question, an 
offset of domestic excess earnings without a consideration of inter- 
national losses might have produced an unfair and unreasonable rate. 
In view of the effect of any offset on the carrier's total system operations 
and the mandate of the court to consider system operations as a whole, 
it cannot be said, with real force, as Delta attempts to do throughout 
the brief, that the remand involved merely a "limited and unrelated 
issue." 
Delta also advances the contention that the Pottsville Case does 
not authorize reconsideration of an unchallenged finding upon which a 
party has "relied". But, Delta's argument assumes that it was entitled 
to rely on the absence of an express challenge to the rate level for the 
international division - which is the very question in issue. Thus, if 
the Pottsville doctrine is applicable to this type of administrative re- 
mand, as we believe it to be, then Delta was not entitled to rely upon 
the rate level previously based upon estimated results, since the Board 
would have the power on remand to redetermine such rate ‘on the basis 
of actual operating experience. | 
In a related argument, Delta claims that, whether or not the 
Board's order of October 18, 1951, is considered a "final" order, C&S 
was entitled to, and did rely on the Board's declaration that C&s' 
future rate was reasonable, and therefore, under the Arizona Grocery 


Case ,28/ that decision can not 


16/ 284 U.S.370 (1932). inthis case, the Supreme Court reversed a 
decision of the ICC which awarded reparations to a shipper despite the 
fact that the carrier's rates were within the zones of reasonableness as 
then prescribed by the ICC. The Court held that the ICC when sitting 
as a judicial tribunal awarding reparations could not overrule with 
retroactive effect its legislative action in prescribing maximum reason- 
able rates. 
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be retroactively changed on the basis of the same or additional evidence. 
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We believe the carrier's reliance upon the Arizona Grocery Case, 
supra, here is not justified. That case dealt with the finality of a rate 
which had gone into effect without appeal. Here, since C&S' rate 

was set aside on appeal, the Arizona Grocery Case is not in point. 

On the basis of the Supreme Court's decision in the C&S Case, 
as already interpreted by the Board, and on the basis of the Pottsville 
doctrine, we are satisfied that the Board has the legal power and, as 
we hereafter find, the duty to review the previously established rate 
level for C&S' international operations, so that a rate may be set on 
the basis of operating experience rather than prophecy. 

Both Bureau Counsel and the Post Office argue citing, inter 
alia, West Ohio Gas v. Public Utility Commission, 294 U.S. 79 (1935) , 
that it would be an abuse of discretion and reversible error for the 


Board to disregard actual operating results and fix C&S' rate for its 


international operations after December 16, 1950, on the basis of 
forecast data. Both parties point to the fact that, even ona reported 
basis (with some accounting adjustments but without screening), C&S' 
international profits exceeded a 36 percent return on investment, and 
the Post Office notes that such profits exceeded a 7 percent return by 
over $1.2 million for the period December 16, 1950 - July 31, 1952,1/ 
Delta, on the other hand, argues that, even assuming that the 
Board may fix the rate for its Latin American Division for December 
16, 195C forward on a past period basis, it need not do so. Delta con- 
tends that in only one case, which is distinguishable, has the Supreme 
Court ever held that it was an abuse of discretion for an agency to 


refuse to reopen the record to receive 


17, 7 They exceeded a 10 percent rate of return on investment for the 
same period by over $1.1 million. 
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more recent operating data, and that in numerous cases the Supreme 


Court has sustained the agency's refusal to do so. Delta points to 
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ICC v. Jersey City 322 U.S. 503 (1954) as authority for the proposition 
that a rate-making agency may properly refuse to reopen the record 
for further hearing to permit the introduction of evidence of changed 
conditions. 

Analysis of the cases cited by the parties indicates that there 
are in the main two basic considerations which have moved the courts 
in one or the other direction. The cases upon which Delta relies, such 
as ICC v. Jersey City, supra, recognize that some gap must be per- 
mitted in administrative proceedings between the taking of evidence 
and the issuance of the administrative decision. The courts in these 
cases often frankly recognize that if rehearing were required asa 
matter of law upon the request of an applicant , upon the showing of 
changed conditions since the hearing, it would substantially impede 
the final disposition of cases before the agency. Consequently , where 
the request for rehearing is made prior to judicial intervention, the 
courts have generally allowed the agency a broad discretion to refuse 
further hearing. 

But, on the other hand, there are cases such as the West Ohio 
Gas Case, supra, cited by the Post Office and Bureau Counsel, in 
which the courts have held that it was an abuse of discretion and re- 
versible error for a rate-making body to establish a rate on the basis 
of forecasts when, as a result of some delay in the rate-making pro- 


cess, operating experience for the period previously forecast had 


become available. An analysis of these cases indicates that in each 
of them the delay was attributable to the intervention in the rate-making 
process of some agency other than the original rate-fixing 
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body .18/ Obviously, where there has already been intervention in the 


rate-making process, the policy considerations involved in the Jersey City 
Case are of lesser moment, and the Court's concern that the rate-making 
agency rely on experience rather than prophecy becomes paramount. 
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In our judgment , the present case is more akin to the problem 
presented in the West Ohio Gas Case than the Jersey City Case. It is 
of considerable significance that the Board is not establishing a rate 
for an indefinite period in the future, under which the carrier may be. 

. expected to have lean as. well as profitable periods. Here the rate 
period is entirely in the past, and a refusal to look at actual operating 
results during this period would in fact leave the carrier with a 36 
percent. return on investment for the. pesitod, and over a $1 million 
more subsidy. than it could show a “need for on the basis of operating 
experience. In this connection,’ it is important to note that the obliga- 

tion to use actual experience rather than prophecy may well be greater 
where subsidy rates are being set as in in the instant case, than where 

. consumer rates are being determined. Ba , 

In addition to arguments heretofore referred to, Delta also 
asserts that the Board may refuse to re- -examine C&S' Latin American 
division's rates because of the reliance of C&S and Delta on the finality 
of such rates in view of the failure of the parties to object to them. 
Delta's contention assumes the very point in issue, for Delta was 

entitled to rely on the finality of the 


18/7 In West Ohio Gas Case, supra, for example, the intervention 
was that of the State Public Thility Commission to which the utélity 
appealed from rates set by the Kenyon City Council. In Indianapolis 
Water Co. v. McCart, 87 F(2) 522 (CCA 7, 1937), it was the equity 
court which intervened on the utility appeal from the State Public 
Utility Commission Order. 

19/ See Western Airlines v. C.A.B. 207 F(2) 200,204 (1953) 
affirmed 347 U.S. 67 (195 ‘ 
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rate only if objection to the rate must be made at the time of original 
review- which is the very question here under consideration. 
Delta suggests as a precedent for the action it wishes the Board 
to take, the Board's decision of last July on TWA's motion to make 
final the future rate established in the Transatlantic. Final Mail Rate — 
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Case (Order No. E-9441). TWA's motion was designed to eliminate 
from the reopened offset proceeding any question of excess earnings in 
the future period. To accomplish this result, TWA offered to waive 
any right to subsidy for international operations subsequent to January 
1, 1954, and to accept a service rate. In response to this motion, the 
Post Office suggested that the Board, sua sponte, move the cut-off date 
forward and convert 1954 and perhaps 1955 and subsequent years into 
a part of the past rate period, in order to offset domestic division 
profits during these years against international division subsidy for 
years prior to 1954. In rejecting the Post Office's suggestion, we 
relied upon a number of factors. In the first place, the parties had 
contested the question of the proper cut-off date before the Board. 
And, in selecting the January 1, 1954 date, the Board did so despite 
the fact that the hearing record did not contain forecasts later than 
for the year 1953. We expressly recognized that the parties could 
therefore ask and obtain further hearing on factual matters relating to 
1954 forecasts, but nevertheless advanced the cut-off date to January 
1, 1954, to bring that date closer to the date of actual decision. More- 
over, in fixing the future rate for 1954, the Board took into account 
the carrier's actual experience for the first 9 months of 1954. With 
these facts in mind, we found, as a matter of sound discretion, that 
January 1, 1954, was a reasonable cut-off date for the future period, 
and that the rates from that date should be finalized so that there could 
be a proper end to the litigation. Thus, this decision was wholly con- 
sistent with the principles | 
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underlying ICC v. Jersey City. 
On the other hand, the present case falls within the ambit of the 
West Ohio Gas Case. Here, because of judicial intervention, the 
Board's original rate order never became final. Asa result of the 


delay caused by that intervention, actual operating experience has 
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become available for the period for which the rate had previously been 


fixed on forecast Catan Continued use of forecast rather than actual 


experience would result ina 36% return on investment, involving an 
overpayment to the carrier of more than $1 million in subsidy. There 
is no compelling administrative need to adhere to use of forecasts 
rather than actual experience in order to terminate the litigation and 
obtain a final rate, since the rate period involved is entirely in the 
past. With these facts in mind, we do not believe that it would be an 
exercise of sound discretion on our part to continue to base C&s' in- 
ternational division rate from December 16, 1950 forward on forecast 
data, and to ignore actual operating experience. 

We turn now to the question of the duration of the rate period. 
This matter has not been extensively argued by the parties before the 
Board in connection with the proper rate level for C&S' international 
operations. The parties have instead relied principally upon their 
arguments with respect to the proper review period for determination 
of excess domestic earnings. As previously noted, the Post Office 
Department takes the position that the rate period must terminate 
July 31, 1952, whereas Bureau Counsel with support from Delta argues 
for a September 30, 1951 termination date. 


50/7 The Board's decision of October 18, 1951 bears no evidence on 
its face that the Board considered operating data subsequent to Decem- 
ber 16, 1950, or that the future rate established was responsive to 
operating experience subsequent to its start. 
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After considering the views of the parties, we have concluded 
that we are obliged under the judgment of the Court of Appeals, which 
set aside our earlier order without limitation as to period, to reestab- 
lish mail pay rates for C&S' international operations through July 31, 
1952, 22/ We have previously indicated that in our view the judgment 
of the Court of Appeals requires a redetermination of the rate level for 
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C&S international operations for December 16, 1950 forward on the 


basis of actual operating experience to reflect the need of the carrier 
as awhole. The rate level which we previously established for C&S 
international operations does not meet these criteria any better for 
the period subsequent to September 30, 1951, than it does for the 
earlier period. - ! 

However, we would reach this same result, even if ‘we were to 
consider the Court's judgment as directed only to the matter of excess 
profits of the domestic division as argued by Delta. For, under the 
Pottsville doctrine, we would be free, as we previously pointed out, to 
re-examine the rate level for the international division, and, as will 
hereafter be indicated, we find that under all the circumstances of this 
case, we would exceed the bounds of sound discretion were we to fix 
the mail rate for any part of the open period without weighing the need 
of the carrier as a whole on the basis of actual operating experience. 

The contention that the review period extends only through 
September 30, 1951 is based upon two factors: (1) a statement in the 
footnote in the Post 


31/7 The mail rate order (E-5793) set aside by the judgment of the 
Court of Appeals continued in effect until July 31, 1952 when it was 
superseded by Order No. E-6908, dated October 22, 1952 which estab- 
lished a new and lower international rate effective August 1, 1952. No 
party appealed from the latter order. 
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Office's brief in the Court of Appeals to the effect that KH petitioners' 
challenge of the future rates relates only to the period December 16, 
1950 to September 30, 1951," and (2) the fact that the Board as of 
October 1, 1951 redetermined C&S' domestic rates so as to eliminate 
"excess earnings". From these facts the following arguments are 
developed: The Postmaster General should not be permitted to wait 
until experience has shown that there are "excess" profits before he 
challenges a "future" rate; the soundest method of considering the 
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need of a carrier as a whole is to fix rates for all divisions simultane- 
ously; here the Board did fix C&S' domestic and international rates 
at the same time; (the domestic rate was finalized on December 19, 
1951; the international rate on October 18, 1951); the Post Office did 
not object to either the domestic or the international rate except with 
respect to the offset issue; and in point of fact the Board's action in 
fixing a domestic rate which eliminated the "excess earnings" was all 
the Board could have done on a forecast basis to satisfy the offset 
claim. 

This argument is on the surface an appealing one. However, 
we find fatal weaknesses in it. Apart from the fact that it places un- 
due emphasis upon a footnote statement in the Post Office's appellate 
brief without due regard to all the circumstances under which the state- 


ment was ange it also ignores the 


55/7 The statement to which the footnote was appended and the full 
text of the footnote are set forth below: 
"In fixing the rates, both retroactively and prospectively, the 
Board refused to offset C&S' 'excess' profits on its dome stic routes 
against the carrier's ‘need’ resulting from its international opera- 
tions .""7a/ 


ta The Board's refusal to offset the excess profits 
for the past period resulted in the carrier receiving an addi- 
tional $654,000 in subsidy mail pay (cf. J.A. 65). 

"The amount of such excess for future periods has not 
been calculated. However, petitioners’ challenge of the future 
rates relates only to the period December 16, 1950, to Septem- 
ber 30, 1951. Effective October 1, 1951, C&S' domestic rates 
were substantially reduced. Chicago and Southern Air Lines, 
Domestic 

(footnote continued) 
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fact that we have already taken the view that we are not bound by a 


litigant's "waiver’’ of a position where the public interest requires its 


RD Nor do we accept the conclusion that the Board "as a 


practical matter” fixed a system rate for C&S by its almost 
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contemporaneous establishment of domestic and international rates in 
the fall of 1951. Upon careful scrutiny, we think it is apparent that 
the Board did not, in fact or substance, set a system rate based on 
the carrier's need as a whole. While both division rates were set at 
approximately the same time, they were based upon actual operating 
experience for different periods and premised upon forecasts for dif- 
ferent periods. While the international rate was set on forecasts for 
the year beginning December 16, 1950, the domestic rate was fixed on 
forecasts for the year beginning October 1, 1951. And, as to the bases 
of these forecasts, the international rate was bottomed upon operating 
experience in 1950, whereas the domestic rate used data for the year 
ending September 30, 1951. In these circumstances , the coincidence 
of the time of promulgation of rates for the two divisions is not suffi- 


cient to establish that the Board took account of the need of the carrier 


as a whole. : 

Based upon the foregoing considerations, we have concluded 
that we should establish the mail pay rate for C&S' international opera- 
tions for the period December 16, 1950 through July 31, 1952 ona 
past period basis, using actual 


(footnote continued) 
Operations, Mail Rates, Docket No. 5144, Order No. E-5956, 
December id, 1951. The Board order instituting those pro- 
ceedings recited that the then existing domestic rates appeared 
'to have become or will become excessive." Ibid, aan No. 
E-5747, Oct. 1, 1951." 


The Post Office points out that at the time of ae of its brief 
to the Court of Appeals-the: Department was not aware and could not 
have anticipated that the carrier would continue to earn excess earn- 
ings after the establishment of the new domestic rate effective October 
1, 1951. 

"23/ Transatlantic Final Mail Rate Case, Order No. E- 8672, dated 
September 954. 
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operating results during that period. This will necessitate reopening 
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the record in the proceeding for further hearing and, pending such 
further hearing, we shall defer decision on the issues related toa 


proper determination of the amount of excess earnings of the domestic 


division. 2© It should be noted that, in providing for further hearing 


herein, it is not our intention to permit any party a further opportunity 
to try matters heretofore in issue. This would be unduly burdensome 
to the other parties and the Board. We expect that the reopened pro- 
ceeding will be confined to the receipt of evidence on matters involved 
in the establishment of the proper rate level for the Latin American 
Division. 

THEREFORE, IT IS ORDERED: That the record in the above- 
entitled proceeding be, and it hereby is reopened for further hearing 
on the question of the proper rate'level for the international operations 
of Chicago and Southern Airlines for the period December 16, 1950 
through July 31, 1952. 

Durfee, Chairman, Adams and Minetti, Members of the Board, 
concurred in the above opinion and order. Gurney and Denny, Mem- 
bers, filed the attached dissenting opinion. 

/s/ M. C. Mulligan 


M. C. Mulligan 
(SEAL) Secretary 


247 it is, of course, to be noted that our decision herein has 
necessarily rejected Delta's contention that the Post Office's appeal did 
not raise any question as to excess earnings of the domestic division 
subsequent to December 15, 1950. See pages 3-4, supra. 
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MEMBERS GURNEY AND DENNY DISSENTING: 

We are in complete disagreement with the action of the major- 
ity in this matter and must dissent therefrom. It is our firm belief 
and conviction that the Board as a matter of policy and as a matter of 
law should not reopen this proceeding to review the rate level of C&S's 
international division. We conclude that it is manifestly unfair to the 
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carrier, to the investing public and to the carrier's creditors to re- 
view a rate which has been closed for approximately five years and 
which no party to the proceeding has challenged. | 
The Board established on October 18, 1951 (Order No. E-5793) 
a rate which it concluded was reasonable. The level of this rate was 
not challenged by any of the parties to this proceeding either before 
the Board or on appeal to the Courts.» The issue was raised for the 
first time by the Board on February 24, 1956, four days prior to the 
oral argument on the "offset" issue. Until this late date, no person 
outside the Board considered, throught of or suspected that such a 
problem could be raised. Everyone concerned earnestly believed the 
level of the international rate had been laid at rest. The Postma ster 
General relying upon the finality of the rate paid the entire subsidy to 
the carrier for its international operations. The finality of the rate 
was relied upon by both C&S and Delta in their negotiations fora 
merger which was approved by the Board prior to the decision of the 
Court of : 


I/ The Postmaster General had more than one opportunity to raise 
a question concerning the level of the international rate before the 
Board. As late as June 14, 1951 in his answer to the Board's show 
cause order (Serial Number E-5385) no mention was made of the rate 
level. Similarly, in the Postmaster General's brief of August 24, 
1951 and in his petition for reconsideration of November 19, 1951, no 
such issue was raised. 
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Appeals remanding the case to the Board. The surviving carrier, 


Delta, with reason relied upon the finality of the rate in its financial 
statements, in its dividend policy, and in its corporate financial af- 
fairs. In addition, the carrier's financial backers relied upon the 
finality of the rate in advancing loans to the carrier for equipment 
purchases. 


All parties concerned had justifiable reason to rely upon the 
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finality of the rate established on October 18, 1951. Although the case 
was appealed, the only issue on appeal was whether the Board was re- 
quired to apply the excess profits of the carrier's domestic operations 
to offset the subsidy paid on its international operations. The Post- 
master General briefed and argued this issue both before the Board 
and before the reviewing Courts. The level of the international rate 
was not an issue, was not argued or briefed, and was not mentioned in 
either of the two opinions of the reviewing courts. In view of this his- 
tory, the carrier, the parties and the public were entitled to conclude 
that only one issue remained unsettled, i.e. , whether the excess 
profits of the domestic division were to be offset against the subsidy 
already paid to the international division. As a matter of policy there- 
fore, the reopening of this proceeding to screen an unchallenged final 
rate is completely unwarranted. 

We are also convinced that the Board is legally precluded from 
opening the rate for the international division. Although the case law 


on this subject is meager, the reasonable and sound view dictates 


the conclusion we have reached. It bears repeating that the level of 
the international rate, until this date, has never been questioned in 
this proceeding. The sole issue before the Board and the reviewing 


courts concerning the rate was whether the 
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excess profits of the domestic division should be used to offset the sub- 
sidy paid to the international division. No question of the level of the 
international rate was raised, argued or decided. 

We take the position that under the Court's remand, the Board 
was required to determine the excess profits of the domestic division 
only. The rate level of the international division was to remain un- 
changed. It is argued, however, that since the Board found it neces- 
sary to “screen” the domestic rate, no sound reason exists to leave 


the international rate unchanged. There is none, except for that one 
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vital factor. The Courts on appeal remanded the case to the Board 
for the specific and sole purpose of determining the excess profits of 
the domestic division. That and that alone was the mandate of the 
Courts on review. It was necessary for the Board to reopen the 
domestic rate under this mandate to determine the excess profits, if 
any, of the domestic division, but it is not permitted to screen the 
international rate under any interpretation of the decision of the Courts. 
The argument is also made that as a practical matter there was no 
issue on the level of the international rate which could have been raised 
by the Postmaster General. With this, we cannot agree. When the 
Board issued its decision on October 18, 1951, establishing the date 
of the beginning of the future period, December 16, 1950, operating 
results of the international division were available to the parties and 
the Board for at least the first six months of 1951. Bureau Counsel 
states that for the period December 16, 1950 through September 30, 
1951, the carrier's international division earned $483 , 000 in excess 
of 10 per cent. The parties made no mention of these 
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earnings in petitions for reconsideration of the Board's order estab- 
lishing the future rate. And on January 18, 1952, (Order No. E-6045) 
the date of the Board's order on reconsideration, the Board had the 
results of all the period mentioned above. Yet neither the Board nor 
the Postmaster General was concerned with the level of the rate or 
the date for the beginning of the future period. We can only conclude 
that the Postmaster General was only concerned with the excess 
profits of the domestic division and not with the level of the interna- 
tional rate. 

We pose the question of what position the parties would take had 
the international division showed a deficit instead of a profit during the 


period covered by the final future rate. Would the argument have been 


that the carrier should not be allowed to recoup these losses from the 
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excess profits of the domestic division because the carrier had not 
filed a petition to reopen the rate? We think the force of this argument 
applies equally, whether a profit or a loss resulted in the future period 
when the rate was closed. r 

The Pottsville’ Case has been cited as the controlling doctrine 
influencing the majority decision in this case. We believe the Potts- 
ville Case is not applicable tothe issue before us. Pottsville. was a 
proceeding involving the licensing function of an administrative body 
rather than a rate crocesaing= Upon remand the applicant, Potts- 
ville, was in the status quo. The Commission had refused to grant a 


license. Pottsville had nothing. 


2/7 FCC v. Pottsville Broadcasting Co., 309 U.S, 134 (1940). 
3/ it is interesting to note that no case has been cited where the 
Pottsville doctrine has been applied to a rate case. 
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Here the carrier was not in the status quo. Delta had something of 
value--a mail rate which was not challenged on appeal and which was 
untouched by the Courts' decisions. The Board cannot, on its own or 
anyone's motion, open a future rate after the rate has been finalized for 
the purpose of screening it on a past period basis. And since the rate 
here was not the subject of appeal, the Board has no legal right to 


screen the final future rate of the international division. 


The West Ohio Gas*/ Case is also cited as authority for the 


majority decision. The Commission in that case was chided for not 
basing an initial rate on the most recent past operating experience 
available to it. The facts here, however, are altogether different. 
The rate established by the Board for C&S on October 18, 1951 was 
for a future period arrived at by using the most recent past operating 
results available. The rate established for the West Ohio Gas Co. was 
also specifically challenged on appeal for overlooking actual operating 
results. No such challenge to the rate was made to the Courts in this 
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case. The international rate was left unassailed and intact and there- 


fore cannot be subject to opening at this time. 

It follows therefore that the rate established on October 18, 
1951, as reasonable, cannot be amended by the Board retroactively. 
After all, there must be an end to litigation and only those issues 
specifically challenged should be open to review. The Board should 
be extremely careful in reviewing its own decisions after remand and 


confine the issues to the ones 


47 West Ohio Gas Co. v. Public Utility Commission, 294 U.S. 79 
(1935). a a 
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challenged. This is especially true in rate proceedings on which the 
parties and the public have relied. We do not believe the Board, by 
this decision, has lived up to its statutory obligation of promoting the 
development of the aviation industry. . 
/s/ CHAN GURNEY 
/s/ HARMAR D. DENNY 
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(Revised) 


CAPITALIZATION OF 
CHICAGO AND SOUTHERN AIR LINES, INC, 


Percentage 
Distribution 
Common Common 
Stock Debt 1/ Stock Debt 
Equity Capital =' Equity Capital 


December 31, $4,111,760 2/ $1,160,000 78.0% 22.0% 
December 31, 3,311,895 2/ 560,000 85.5 14.5 
December 31, 5,004,900 - 100.0 - 
December 31, 5,456,723 100.0 

December 31, 6,058,095 - 100.0 


December 31, 6,857,992 500,000 93.2 


July 31, 1952 7,360,839 = 100.0 


Averages for Period 
December 31,,1946 to 
July 31, 1952 3 


Reported Long-Term Debt 


Does not include retroactive mail pay applicable to periods prior to 
these dates 


Beginning and ending balances for each period averaged, and these 
averages weighted on a time basis. 
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CAB Docket 
No. 2564 


APPLICATION OF RATES OF RETURN 
TO CAPITALIZATION OF 


CHICAGO AND SOUTHERN AIR LINES, INC. 


Rate of % of Return 
Capital Component Return Total Element 


Debt 3.50% 2/ 5.0% 


Common Stock Equity 14.96% 2/ 95.0% 


Average Allowable Return 
for C&S 


1/ Footnote 69, page 51 of the Initial Decision of 
Hearing Examiner in Docket No. 2564 


2/ Computed as follows: 
Flotation Costs (Footnote 69, page 51, 
Examiner's initial decision 
Docket No.' 2564) 


Underpricing (Same as above) 


Reduced by 40% to account for portion 
of equity capital contributed by plowed- 
back earnings (60% of 14.0%) 


Earnings/price ratio adjusted for net 
allowance - 13.45% = 91.6% 


Allowance for international risk - established 
1% allowance adjusted to reflect percentage 
of total ''CAB Investment" assignable to 
international operations (DLR 1020, Revised) 


Total return on common stock equity 


[1995] 
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CAB Docket Exhibit DLR-1060 
No. 2564 Page 1 of 1 

(2nd Revision) 


SUMMARY OF SYSTEM EARNINGS AND INVESTMENT 
AS DEVELOPED BY THE BOARD 
REFLECTING PROPER ADJUSTMENTS THERETO 


NOVEMBER 1, 1946 TO JULY 31, 1952 : 
Adjustments 
Amounts as (DLR-1061 
Shown in and 
DLR-1020 DLR-1062) Adjusted 


(Revised) (Revised) Amounts 
(000) (000) (000) 


Investment 
System Investment allowed by the Board $31,395 
Add: 

Investment Increases in DLR-1062 (Rev.) 

(Domestic $1,822 and International $965) + $2,787 $34,182 


Earnings 


As Developed by the Board 
System Earnings as developed by the Board 


Less: 
System Increases in Break-Even Need 
reflecting pension plan costs applicable 
to the period (DLR-1061, p. 2) 
Total Past Service Cost $684 
Less amounts applicable to 
other periods 


As Developed by the Board, Before Cost 
Disallowances of $742 as shown in 
DLR-1020 (Revised 
System Earnings as developed by the Board, 

excluding $742 cost disallowances 


Less: 
System Increases in Break-Even Need 


shown in DLR-1061, p. 2 


Return on Investment 


Based on Earnings as Developed by the Board 


As computed by the Board 
As adjusted by DLR-1061 and DLR-1062 (Rev.) 


Based on Earnings as Developed by the Board, 
Before Cost disallowances of $742 as shown 
in DLR-1020 (Revised 

As computed by the Board, with allowable 
earnings reduced by $742 


As adjusted by DLR-1061 and DLR-1062 (Rev.) 


12.70% 


[1999] 
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Excerpt from Annual Report 
of 


Chicago and Southern Air Lines, Inc., 
for 
Year Ended December 31, 1950 


From text, at p. 11: 


"We have been operating on a temporary international 
mail rate since the beginning of international service in 1946 
and the 1950 results are based on this temporary rate. A 
series of conferences have been held with the CAB staff regard- 
ing a permanent international rate and a decision on this matter 
is expected shortly. Final mail rates on your Company's 
domestic system have been in effect since 1948." 


From notes to financial statements, at p. 20: 


"Domestic mail revenue from the United States Govern- 
ment has been based on final rates fixed by the Civil Aero- 
nautics Board in a rate order issued on July 28, 1948. 

"International mail revenue from the United States Gov- 
ernment has been based on temporary rates fixed by the Civil 
Aeronautics Board in rate orders issued on March 20, 1947, 
and May 6, 1948. The final rates for international mail pay 
will be retroactive to the beginning of service on November 1, 


1946, and may be lower than the temporary rates." 


fs [2000] 
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Excerpt from Annual Report 
of 
Chicago and Southern Air Lines, Inc., 
for 


Year Ended December 31, 1951 


From "Highlights", at p. 1: 
"Obtained final international mail rate for both past and 
future periods. Entire system now operating on final rates 


not subject to retroactive adjustment.” 


From text, at p. 3: 
"Our Company is one of the few air lines now operating 
both domestic and international routes on final mail rates for 


both past and future services. These final rates are not sub- 


ject to retroactive adjustment and may be revised for future 


periods only. 

"On October 1, 1951, the Civil Aeronautics — opened 
for review our final domestic mail rates which had been in 
effect since 1948, and new final rates for future periods were 
fixed in a rate order issued on December 19, 1951. This rate 
order provides a sliding scale which increases our mail pay 
if passenger load factors go down and decreases it if they go 
up. Our compensatory mail rate was determined to be 53¢ 
a ton mile and our mail pay declines to this subsidy- free 
level at load factors above 67%. Our 1951 load factor was 
62.5%. While the trend toward a subsidy-free status is en- 
couraging, our management sees no reason to doubt that, 
under either present or proposed laws, efficient operations 


will be supported by adequate mail compensation. 


[2000] 
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"On our international routes we have been receiving mail 
pay under temporary rates from the beginning of foreign serv- 
ice on November 1, 1946. On October 18, 1951, the Civil Aero- 
nautics Board issued a final rate order fixing our international 
mail pay for both past and future periods. The mail pay previ- 
ously received under temporary rates from November 1, 1946, 
to December 31, 1950, exceeded the final mail pay for this 
four-year period by $704,581. This overpayment was refunded 
and charged to earned surplus in the net amount of $373,428, 
after the applicable income tax credit. The surplus charge 
was offset by a2 corresponding credit from our foreign operat- 
ing reserve which had been provided for that purpose. As 
already explained, our international mail rates are now final 


and not subject to further retroactive adjustment." 
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C.A.B. Docket Exhibit DLR-1070 
No. 2564 Page 3 of 4 
From notes to financial statements, at p. 10: 
"Final domestic mail rates fixed by the Civil Aeronautics 
Board in 1948 were in effect until September 30, 1951. On 
October 1, 1951, these rates were opened for review by the 
CAB and new final rates for future periods were fixed ina 
rate order issued December 19, 1951. 
"On October 18, 1951, the Civil Aeronautics Board issued 
a final rate order fixing the Company's international mail pay 
for both past and future periods. The excess ($704,581) of mail 
pay received under temporary rates from the beginning of 
foreign operations on November 1, 1946 to December 31, 1950 
over the final mail pay for this four-year period was refunded 
in 1951 and charged to earned surplus. This refund was not 
deducted in determining the $962,000 provision for income taxes. 


[2002] 

75 
The income taxes payable for 1951 after deducting this refund 
were estimated at $630,847; the reduction of $331,153 in taxes 
occasioned by the refund was credited to earned surplus. The 
net surplus charge ($704,581 less $331,153) for the mail pay 
refund was offset by a credit from the foreign operating 
reserve provided for that purpose." 


[2002] 
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Excerpt from Annual Report 
of 


Chicago and Southern Air Lines, Inc., 
for 


Year Ended December 31, 1952 


From text, at pp. 2- 3: 
"Under our final domestic mail rate, which was unchanged 
throughout the year, we received mail pay of $972,813 in 1952, 
a reduction of 19% from the $1,202,976 received in 1951. At the 


same time mail loads increased 22%, reducing our mail com- 


pensation on a ton mile basis by 33%. 

"On August 1, 1952, our final international mail rate was 
opened for review and a lower final rate was made effective 
from that date forward. Under these final rates we received 
$1,435,882 of international mail pay in 1952, a reduction from 
1951 of 23% in dollar amount and 47% in ton mile yield. 

"The Post Office Department has petitioned the United 
States Court of Appeals for the District of Columbia Circuit to 
review the CAB decision not to offset domestic profits against 
international mail pay need in establishing our final inter- 
national mail rate which was set in October 1951. We are sup- 
porting the CAB decision in this appeal.” 


[2002] 
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From notes to financial statements, at p. 10: 
"Mail revenues from the United States Government are 
stated in accordance with final rates fixed by the Civil Aero- 
nautics Board in rate orders issued as follows: 


Date of Effective Effective Routes 
Order From To 


July 28, 1948 Jan. 1, 1946 Sept. 30, 1951 Domestic 
Oct. 18, 1951 Nov. 1, 1946 July 31, 1952 International 
Dec.19, 1951 Oct. 1, 1951 Still in effect Domestic 
Oct. 22, 1952 Aug. 1, 1952 Still in effect International 


“On March 18, 1952, the Post Office Department filed a 
petition requesting the United States Court of Appeals for the 
District of Columbia Circuit to review the Company's final 
international mail rate order issued by the CAB on October 18, 
1951. The Post Office Department contends that the CAB erred 
in refusing to offset the profits above 7.4% earned under the 
Company’s tinal domestic mail rates during the years 1948- 
1950 against the mail pay need of the Company's international 
operations, and accordingly that the Company's mail pay for 
that period should be reduced by $654,000. The Company is 
participating in this appeal as a special intervenor. General 
Counsel for the Company believes that the Court should uphold 
the CAB's decision, both as a matter of law and equity." 
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IN THE MERGER OF DELTA AND C&S ALL PARTIES 
RELIED UPON THE FACT THAT NO LIABILITY WOULD 
RESULT FROM THE APPEAL OF THE INTERNATIONAL 
RATES BY THE POSTMASTER GENERAL UNRELATED 
TO THE OFFSET ISSUE. 


Under Article II of the Merger Agreement executed by Delta and 
C&S on July 8, 1952, the obligations and undertakings of Delta there- 


under were subject to the condition precedent, inter alia, that the 


17 


financial statements of C&S attached thereto, 

...truly set forth the condition of C&S as of the nceneeue 
dates and the income earned by C&S for the respective 
periods, all substantially in accordance with the accounting 
procedures adopted by the Civil Aeronautics Board, and, to 
the best of the knowledge and belief of the chief accounting 
officer of C&S, contain no false statement and omit no fact 
necessary to be stated therein to avoid making them ! 


materially misleading." 


The Agreement referred to C&S's audited financial statements for the 


year ended December 31, 1951 (which, since they were issued prior to 
the Postmaster General's appeal, did not reflect the litigation) and the 
unaudited statements for the quarter ended March 31, 1952 which did 
reflect the litigation in the following note: 
"1, Mail revenues from the United States Government are 
stated at the final rates fixed by the Civil Aeronautics 
Board in rate orders issued on October 18, 1951, for 
the Company's international routes and on December 19, 
1951, for the Company's domestic routes. 


On March 18, 1952, the Post Office Department filed a 

petition requesting the United States Court of Appeals 

for the District of Columbia circuit to review the CAB 

decision not to offset profits above 7.4% earned under 

the Company's permanent domestic mail rates against 

the mail pay need of the Company's international oper- 

ations. The Company intends to participate in this ap- 

peal as a special intervenor in support of the CAB's 

decision." | 

Under Article I, Section C, para. 1 of the Agreement the principal 

amount which Delta obligated itself to pay in Debentures for C&S was 
$10,000,000 adjusted by the difference between the net book value of 
C&S on March 31, 1952 and the net book value of C&S on the Evaluation 
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Date. By Article V it was agreed that the C&S net book values for the 
purpose of computing the aggregate principal sum to be issued to the 


stockholders of C&S, as provided in Article I, Section C, para. 1, would 
be (1) the net book value on March 31, 1952, as shown on the financial 
statements attached to the Agreement which contained the note quoted 


above, and (2) the net book value on the Evaluation Date, as shown by 
the books of C&S. Article V further provided as follows: 
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"There is now pending an appeal by the Post Office 
Department from the decision of the Civil Aeronautics 
Board (Order Serial No. E-5793) fixing the final rates of 
mail compensation for C&S for its international operations 
(C.A.B. Docket No. 2564), said appeal being in a cause now 
pending in the United States Court of Appeals for the Dis- 
trict of Columbia Circuit, entitled Donaldson, et al., Post- 
master General and the United States of America on behalf 
of the Postmaster General v. C.A.B., U.S. App. D.C. No. 
11,351. The Postmaster General has taken the position that 
in considering the ‘need’ of the international division of C&S, 
the Board should take into account earnings on the domestic 
division of C&S. In the event that, by the Evaluation Date, 
this appeal has not been finally disposed of by that Court, or 
if the case on the Evaluation Date has been appealed to a 
higher court and is there pending, or if having been disposed 
of adversely to C&S the matter has not been finally disposed 
of by the Civil Aeronautics Board on the Evaluation Date, then 
and in such case C&S and Delta will work out such reasonable 
steps as may then be deemed just and equitable in order to 


protect against the issuance of Debentures with respect to any 
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a 
reductions in the net worth of C&S which may result from 
any final determination requiring possible repayments. to the 
Government by C&S with respect to mail compensation which 
constitute the subject matter of the above-mentioned cause 
now pending in the United States Court of Appeals for the 
District of Columbia Circuit.” : 
In making the adjustment to the final principal amount of Debentures 
to be issued by Delta to C&S stockholders to reflect this litigation, as 
noted above, Delta relied upon the understanding that no liability would 
result from the appeal of the Postmaster General unrelated to the offset 
issue. | 
Further, at the actual "closing date" of the merger (May 1, 1953), 
in accordance with the terms of the Merger Agreement both the Presi- 
dent and the chief financial officer of C&S executed and delivered to 
Delta a certificate stating that, to the best of their knowledge and belief: 
(a) C&S had no substantial liabilities other than those 


revealed on its balance sheet and the notes which were 


a part thereof; 

C&S had no contractual or contingent liabilities or commit- 

ments of a substantial nature and that it had no knowledge 

of any income tax deficiencies claimed or to be claimed 

against it, not reflected in said balance sheet and notes; 

and | 

Except as stated in said certificate no facts were known 

by such officers which would cause C&S to fail to. meet 

each and all of the conditions precedent to the perform- 

ance by Delta of its obligations and undertakings under 

the Merger Agreement. | 
Such a certificate was made and delivered, and the officers and directors 
of Delta relied thereon in closing the merger, as, had such certificate 
revealed any liability unrelated to the offset issue as being involved in the 
appeal of the C&S international rate, Delta would have been justified in 
refusing to perform its obligations under the Merger Agreement. 
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May 29, 1952 


Mr. Todd G. Cole 
Comptroller 

Delta Air Lines, Inc. 
Municipal Airport 
Atlanta, Georgia 


Dear Todd: 


This letter is in response to yours of May 27th with regard to the 
status of the Post Office Department's appeal of our international mail 
rate case. 


Following conferences in January and February, on May 18, 1951, 
the Board issued its Statement of Tentative Findings and Conclusions 
(E-5385) in our international rate case, Docket No. 2564. Both past and 
future rates were proposed. Past rates covered the period from the 
inauguration of New Orleans-Havana service on November 1, 1946 for- 
ward to December 16, 1950. 


Although the Department has not participated in the conference 
procedure, the Postmaster filed Notice of Objections on May 28, 1951, 
and on June 14, 1951, filed an Answer objecting (1) to the proposed 
method of calculation of federal income tax allowances and (2) to the 
Board's failure, in considering the "need" of the international division, 
to take into account (a) any part of the 12-1/2% earnings of the domestic 
division for the past period and (b) any part of the earnings of the 
domestic system for the future period. 


Memorandum Briefs were filed with the Board by C&S (August 15, 
1951), the Postmaster (August 24, 1951), and Bureau Counsel (August 24, 
1951), the latter strongly supporting C&S and the Board's "Show Cause 
Order". The case was decided on the briefs, without argument. The 
Board's decision of October 18, 1951 (E-5793) held for the carrier on 
both questions. 


On November 19, 1951, the Postmaster petitioned for reconsidera- 
tion. This petition was limited to the "offset" question, the Postmaster 
abandoning his position with respect to federal income tax allowances. 


C&S answered the Postmaster's petition on November 26, 1951, 
as did Bureau Counsel under date of November 30, 1951. The Post- 
master's petition was denied by Board order of January 18, 1952 


[2006] 
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(E-6045). On March 18, 1952, the Postmaster filed his appeal with the 
United States Circuit Court of Appeals for the District of Columbia. 


In his appellate petition, the Postmaster spelled out the fact that 
in July, 1948, the Board had fixed final mail rates for the domestic 
operations of C&S, effective for the past periods from January 1, 1946 
to December 31, 1947, and for the future periods beginning January 1, 
1948 (9 C.A.B. 786). He pointed out that the Board then estimated that 
this future rate would yield C&S a 7.4% return on its domestic invest- 
ment, whereas actual operations from 1948 to 1950 had yielded 12.51%, 
or $654,000 more than a 7.4% yield. 
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Basically, the dispute revolves around that portion of Section 
406(b) of the Act which states that, in fixing mail rates, the Board shall 
"take into consideration, among other factors .. the need of each such 
air carrier for compensation ... sufficient to insure the performance of 
such service, and, together with all other revenue of the air carrier, to 
enable such air carrier ... to maintain and continue ...", etc. The 
Board holds that this language gives it discretionary authority to offset 
or not offset, as it sees fit under the circumstances of each particular 
case. The Postmaster argues that offset is mandatory under this 
language. C&S (unlike Western in its somewhat analagous case) is sup- 
porting the Board's position that the authority is discretionary. 


During the original conferences with the Board's staff, and in 
order that the Board might have some actual data before it in deciding 
the policy question of whether to offset at all, the staff and the carrier 
agreed upon the following figures as fairly representing domestic invest- 
ment and domestic earnings during the past period (the figures are in 
thousands). 

1948 1949 1950 Total 
Investment $4,150 $4,035 $4,617 $4,267 
Adjusted Net Profit $ 515 $ 586 $ 501 $1,602 
Rate of Return 12.41% 14.52% 10.85% 12.51% 
Earnings Above 8% $ 183 $ 263 $ 132 $ 578 
Above 10% $ 100 $ 182 $ 39 $ 321 


The Postmaster's computations, using earnings above 7.4%, would show 
$654,000. No estimate of the future situation, after December 16, 1950, 
has ever been made. 
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We believe that, even if the Postmaster's position should be upheld 
by the courts, the Board would retain discretionary authority to deter- 
mine what rate of return would be considered "reasonable" for purposes 
of offset. During the original conferences, the Board's staff took the 
position that up to 10% should be considered reasonable, and, con- 
sequently, we assume that the Board would allow at least 10% as being 
"reasonable". 


We do not believe, however, that the courts will uphold the Post- 
master’s position. In the original domestic rate case, the Board did not 
set 7.4% as the basic rate of return and then find that anything in excess 
thereof would be "unreasonable". Rather, it tabulated rates of return at 
various load factors’ which rates of return varied from a loss at 50% 
load factor to 13.1% return at 70% load factor. Furthermore, the Board 
said (9 C.A.B. 786, 812): 


"An extra cushion against unforeseen developments will be 
provided to the extent that C&S succeeds in developing addi- 
tional revenues from express, freight, and incidental sources 
above the level forecast for the future period. Similarly, any 
economies which the carrier's management succeeds in 
accomplishing through effective cost controls or improved 
operating procedures and techniques, which serve to advert 
or mitigate anticipated increases in prices and to decrease 
operating costs below the unit cost of 116.6 cents per revenue 


plane mile estimated herein, will inure to the carrier in the 


form of higher earnings.” 
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The Postmaster was a party to that proceeding, and took no exception to 
or appeal from the foregoing finding. Consequently, we doubt that the 
court will hold that he could accept this finding in 1948 and then attempt 
to repudiate it in 1951 when the possibility foreseen by the Board had 
been achieved by the carrier. 


The Postmaster's pleadings have cited no case law in support of 
his position. Although he has cited certain C.A.B. cases, principally 
Pan American, Alaskan Mail Rates (6 C.A.B. 61), the Postmaster has 
never faced up to the fact that in these cases the rates of both divisions 
were open or, where only one rate was involved, that offsets were made 
only under a temporary rate, never against a permanent rate. 


In the C&S case, our domestic rate has been finalized and closed 
since 1948. We think that there is plenty of case law to support the 
Board's power to (a) separate operating divisions for rate-making 


purposes and (b) having effected such a separation, to be legally unable 
to retroactively effect an adjustment in the closed rate in one division 

while working with the open rate in another division. Eg., 271 US. 23; 
158 F. (2d) 533; 294 U.S. 63, 69-71. 


In other words, our "risk" in the appeal theoretically runs from 
zero to $654,000. However, we are convinced that both on the law and 
on the equities, it will be zero, and we question the necessity for specific 
provisions on this contingency at this time. 


Please let me know if there is any other information along these 
lines which you and Welch would like to have. 


With best regards, 
Yours sincerely, 
/s/ R.S. Maurer 
Vice President - Secretary 
cc: Cooper, Stewart 
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Cc POGUE & NEAL 


730 Southern Building 
805 Fifteenth Street, N. W. 
Washington 5, D. C. 


ae: 


January 8, 1957 


Delta Air Lines, Inc. 
Atlanta Airport, Georgia 


Gentlemen: 


You have asked us to summarize the advice which we rendered 
Delta Air Lines, Inc., at the time of the merger negotiations with Chicago 
& Southern Air Lines, Inc., with regard to the appeal taken’ by the Post- 
master General of the international rates established by the Board on 
October 18, 1951 in Order No. E-5793 in which he contended that the 
Board was in error in declining to offset alleged excess earnings from 
C&S' domestic operations against the mail pay requirements of the 
international division. 


We firmly held the view, and so advised Delta in conferences, 
that the Board was correct with reference to its decision on the offset 
question, and that, on appeal, the courts would sustain the Board. 


At no time during the merger negotiations did it ever occur to us 
that there was even a remote possibility whereby, assuming that our 
above-mentioned advice should turn out to be in error, any remand of 
the case upon reversal of the Board on the offset issue, might carry 
with it a further liability of C&S (or the successor corporation, Delta) 
unrelated to the question of the offset of alleged excess domestic 
profits against the international rate. If, in our opinion, there had been 
such a possibility, we would, of course, have so advised the Company, 
inasmuch as the price which Delta paid for C&S was intended to take 
into consideration all known contingent liabilities of C&S. As you know, 
we are firmly of the view that the Board's recent action in seeking a 
retroactive revision of the C&S international rate on the basis of actual 
operating results involving issues unrelated to offset is erroneous and 
that the court should reverse the Board's action in this regard. 


Very truly yours, 
/s/ Pogue & Neal 
Pogue & Neal 
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Excerpt from Proxy Statement 
of 
Delta Air Lines, Inc., 


March 19, 1953 4 


From text, at p. 14: 

"Reference is made to Note 7 to the financial statements 
of C&S herein for information relating to certain pending 
litigation in which recovery of a portion of the mail pay to 
C&S for the years 1948-1950 is sought.” 

From notes to financial statements, at p. 36: 
‘Mail revenues from the United States Government are 


85 


stated in accordance with final rates fixed by the Civil 


Aeronautics Board in rate orders issued as follows: | 


Date of Order Effective From Effective To , Routes 
July 28, 1948 January 1, 1946 September 30, 1951 Domestic 
October 18, 1951 November 1, 1946 July 31, 1952 International 
December 19,1951 October 1, 1951 Still in effect | Domestic 
October 22, 1952 August 1, 1952 Still in effect . International 
"On March 18, 1952, the Post Office Department filed 

a petition requesting the United States Court of Appeals for 

the District of Columbia Circuit to review the Company's 

final international mail rate order issued by the CAB on 

October 18, 1951. The Post Office Department contends 

that the CAB erred in refusing to offset the profits above 

7.4% earned under the Company's final domestic mail rates 

during the years 1948-1950 against the mail pay need of the 

Company's international operations, and accordingly that the 

Company's mail pay for that period should be reduced by 

$654,000. The Company is participating in this appeal as a 

special intervenor. General Counsel for the Company 

believes that the Court should uphold the CAB's decision 

both as a matter of law and equity." 


This is the Proxy Statement submitted on March 19, 1953, in 
which the management of Delta Air Lines solicited votes in favor 
of the Delta-C&S merger at the special meeting of Delta stock- 
holders held on April 22, 1953. 
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POST OFFICE DEPARTMENT 
BUREAU OF TRANSPORTATION 
WASHINGTON 25, D.C. 


In Reply Refer to: 
TA:S:G:P 


BY. July 27, 1953 


Mr. Todd G. Cole 

Vice President - Comptroller 
Delta Air Lines, Inc. 
Municipal Airport 

Atlanta, Georgia 


Dear Todd: 

Further reference is made to your letter of June 16 concerning 
payments to your company for mail transportation over Delta's original 
routes and those formerly certificated to Chicago & Southern Airlines. 

We are now informed that the contract which effected the merger 
of the two companies provides generally that Delta assumes the liabilities 
of Chicago & Southern. It appears, therefore, that we will be in a position 
to certify payment of the amounts owing under existing rate orders upon 
receipt of your confirmation of the above. 

In the circumstances, kindly inform us if it is in your view that the 
liabilities which Delta assumed in the merger includes repayment to the 
Post Office Department in the event of a subsequent finding by the Civil 
Aeronautics Board'of an overpayment to Chicago & Southern. 

Upon receipt of an affirmative reply we also contemplate resuming 
the usual advance payments, prior to final audit, on the basis of a 53 cent 
rate per mail ton-mile over Delta's entire system. Payment for services 
over the Latin American routes at any other rate would only be possible in 
the event the Board finalized an order fixing such a different temporary or 
permanent rate for the Latin American operation. 


Sincerely yours, 


/s/ E. J. Chaszar 
Director, Transportation Accounts 


[2011] 
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P July 28, 1953 
¥ : 


Mr. E. J. Chaszar 

Director, Transportation Accounts 
Post Office Department 

Bureau of Transportation 
Washington 25, D.C. 


Re: TA:S:G:P 


Dear Ed: 
Acknowledging your response of July 27th to my inquiry of June 16th, 


we understand that the Department desires Delta Air Lines to indicate that 
the liabilities which Delta assumed in the recent merger with Chicago and 
Southern Air Lines includes repayment to the Department in the event of a 
subsequent finding by the Civil Aeronautics Board of an overpayment to 
Chicago and Southern. ) 

We assume that reference is made to the possible effect of the 
decision of the United States Court of Appeals for the District of Columbia 
in Summerfield v. Civil Aeronautics Board, No. 11351, decided May 4, 1953, 
insofar as such decision, if sustained, would remand to the Board the C&S 
Latin American Mail Rate Case. In that case was involved the question of 
whether so-called "excess" profits of $654,000 from the C&S domestic 
operations should be offset against the need requirements of the Latin 
American routes for the years 1948 through 1950. | 

In accordance with your request, this letter will advise the Depart- 
ment that, under the above-mentioned merger, Delta Air Lines, Inc., 
recognizes a possible liability to the Post Office Department of up to 
$654,000, depending upon the final outcome of the Summerfield Case in 
the federal courts and the final decision of the Civil Aeronautics Board 
should that case be remanded to it for further action. | 
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With this understanding, we trust that mail payments to the merged 
company for services rendered subsequent to May 1, 1953 may be made 
in accordance with the final paragraph of your letter of July 27, 1953, 
and that amounts due for services performed by Chicago and Southern 
Air Lines, Inc. prior to May 1, 1953 will be forthcoming shortly. 

I wish to express our appreciation for your personal interest in 
this matter. 

Sincerely yours, 


/s/ Todd G. Cole 
Vice President - Comptroller 
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Excerpt from Annual Report 
of 
Delta Air Lines, Inc., 
for 


Fiscal Year Ended June 30, 1953 


From text, at p. 5: 

"On March 18, 1952, the Post Office Department filed 
a petition requesting the United States Court of Appeals for 
the District of Columbia Circuit to review the C&S final inter- 
national mail rate order issued by the CAB on October 18, 
1951. The Post Office Department contended that the CAB 
erred in refusing to offset the profits above 7.4% earned 
under the Company's final domestic mail rates during the 
years 1948-1950 against the mail pay need of the Company's 
international operations, and accordingly that the Company's 
mail pay for that period should be reduced by $654,000. On 
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May 4, 1953, the Circuit Court, by a divided decision with 

a strong dissenting opinion, decided in favor of the Post 

Office Department and ordered the CAB to revise the | 

Company's mail rate accordingly. Both the CAB and Delta 

have petitioned the United States Supreme Court to review 

this decision, and it is the opinion of the Company's counsel 

that if such review is granted the Supreme Court will | 


reverse the decision of the lower court and uphold the 


original decision of the CAB, both as a matter of law and 


equity.” 


From notes to financial statements, at pp. 12-13: : 

"On March 18, 1952, the Post Office Department filed 
a petition requesting the United States Court of Appeals for 
the District of Columbia Circuit to review the C&S inter- 
national mail rate order issued by the Civil Aeronautics 
Board (CAB) on October 18, 1951. The Post Office Depart- 
ment contends that the CAB erred in refusing to offset the 
profits above 7.4% earned under the C&S final domestic mail 
rates during the years 1948-1950 against the mail pay need 
of that company's international operations, and accordingly 
that the Company's mail pay for that period should be reduced 
by $654,000. By opinion of May 4, 1953, the Circuit Court 
held that the CAB had erred in refusing to follow the offset 
principle and remanded the case to the CAB for determina- 
tion and fixing of rates in accordance with the Court's opinion. 
Both the CAB and Delta (the latter substituted for C&S by 
reason of merger) have filed petitions requesting the United 
States Supreme Court to review the decision of the Circuit 
Court. Such review is a matter of discretion with the Supreme 
Court but the Post Office Department has advised the Supreme 


Court that it has no objection to the review. It is the opinion 
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of Delta’s counsel that should this review be granted, the 
Supreme Court will reverse the decision of the Circuit 
Court and will uphold the original decision of the CAB, 
both as a matter of law and equity.” 
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From text, at p. 6: 
"OFF-SET ISSUE--In 1952 the Post Office Department 
filed a petition requiring judicial review of a CAB rate order 


of October 1951 establishing international mail pay rates for 
C&S, contending that the CAB erred in refusing to take into 
consideration certain profits earned on the C&S domestic 
operations in determining the mail pay requirements of its 
international operations. In May 1953 the Circuit Court of 
Appeals for the District of Columbia ruled in favor of the 
Post Office Department, and this ruling was upheld by U.S. 
Supreme Court decision issued February 1, 1954. 

"This decision requires the CAB to redetermine the 
mail pay requirements of the C&S system for the years 1948- 
1950 (and possibly for a portion of 1951) in accordance with 
the principle that the entire operations of the carrier must 
be considered in making that determination. The Post Office 
Department originally contended that C&S was overpaid 
$654,000 for the years in question, and we will endeavor to 
sustain our position that the 'need’ of C&S for that period 
does not warrant any reduction. This case is now before 
the CAB, and it is impossible to predict when final action 
may be expected. 

"In May 1954 legislation was introduced in Congress 
which, if adopted, would reestablish the divisional rate-making 
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procedure followed by the CAB before the Supreme Court 


decision with respect to all pending rate matters." 


From notes to financial statements, at p. 17: 

"The Supreme Court of the United States by decision 
dated February 1, 1954, sustained the Post Office Depart- 
ment's objection to a C&S international mail rate order 
issued by the CAB in October 1951 (the so-called ‘offset’ 
case). The Department contended that the entire operations 
of a carrier with both domestic and international divisions 
should be taken into consideration in determining the mail 
pay requirements of either division and that accordingly 
the rate order in question provided excess mail revenue of 
$654,000 for the calendar years 1948-1950. The Supreme 
Court decision requires the CAB to review its original 
order and redetermine the mail pay requirements for the 
C&S international operations for the periods involved in 
accordance with the principles therein established. The 
amount of mail pay refund, if any, that Delta may be required 
to pay as successor of C&S cannot now be determined." 
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From text, at p. 5: 
"In 1952 the Post Office Department filed a petition 

requiring judicial review of a CAB Rate Order of October, 
1951 establishing international subsidy mail pay rates for 
C&S, contending that the CAB erred in refusing to take into 
consideration certain profits earned on the C&S domestic 
operations in determining the mail pay requirements of its 
international operations. The determination of mail pay 


requirements on a divisional basis for a carrier operating 
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more than one division had been followed by the CAB since 
the passage of the Civil Aeronautics Act in 1938, and this 
policy had not theretofore been challenged. In May, 1953 
the Circuit Court of Appeals of the District of Columbia 
ruled in favor of the Post Office Department, and this rul- 
ing was upheld by the U. S. Supreme Court ina decision 
issued February 1, 1954. 

"This decision requires the CAB to redetermine the 
mail pay requirements of the C&S system for certain periods 
prior to the merger in accordance with the principle that the 
entire operations of the carrier must be considered. Initial 
procedural steps looking toward this redetermination were 
begun shortly after the close of the fiscal year. We will 
endeavor to sustain our position that the 'need' of C&S for 
the periods involved does not warrant any recapture of mail 
payments by the Post Office Department, but it is impossible 
to forecast the amount of refund, if any, that may be ultimately 
required. 

"Legislation was introduced in the 84th Congress which, 
if adopted, would re-establish the divisional rate-making 
principle followed by the CAB prior to the Supreme Court 
decision with respect to all pending rate matters." 


From notes to financial statements, at p. 16: 
"The Supreme Court of the United States by decision 

dated February 1, 1954, sustained the Post Office Department" s 
objection to a Chicago and Southern Air Lines, Inc. (C&S) inter- 
national mail rate order issued by the CAB in October 1951 
(the so-called ‘offset’ case). The Department contended that 
the entire operations of a carrier with both domestic and 
international divisions should be taken into consideration in 


determining the mail pay requirements of either division, 
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and that accordingly the rate order in question provided 

excess mail revenue of $654,000 for the calendar years 

1948-1950. The Supreme Court decision requires the CAB 

to review its original order and redetermine the mail pay 

requirements for the C&S international operations for the 

periods involved in accordance with the principles therein 

established. The amount of mail pay refund, if any, that 


Delta may be required to pay as successor of C&S cannot 


now be determined." 
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From text, at p. 9: 

"By a decision dated February 1, 1954, the Supreme 
Court of the United States sustained an objection of the 
Postmaster General to an October, 1951 international mail 
rate order issued by the Civil Aeronautics Board in favor of 
Chicago and Southern Air Lines, Inc., (which was merged 
with and into Delta on May 1, 1953). That decision requires 
the Civil Aeronautics Board to review its original order and 
to redetermine the mail pay requirements of the C&S inter- 
national operations during the periods involved in accordance 
with the principles established by the Court's decision. 
Following hearing held before an Examiner of the Civil 
Aeronautics Board in September, 1955, the Examiner issued 
an Initial Decision on December 16, 1955, in which he recom- 
mended the refund of $391,000, plus any income tax benefit 
accruing therefrom, as representing allegedly excess mail 
revenue received by C&S during the period January 1, 1948 
to September 30, 1951. All parties to the CAB proceeding 
filed exceptions to this Initial Decision and the case has 
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been submitted to the Board for its final action. The manner 
in which the CAB will resolve the various issues involved 
cannot now be predicted.” 


From notes to the financial statements, at p. 16: 

"The Supreme Court of the United States by decision 
dated February 1, 1954, sustained the Post Office Depart- 
ment's objection to a Chicago and Southern Air Lines, Inc. 
(C&S) international mail rate order issued by the CAB in 
October, 1951 (the so-called ‘offset’ case). The Department 
contended that the entire operations of a carrier with both 
domestic and international divisions should be taken into 
consideration in determining the mail pay requirements of 
either division, and that accordingly the rate order in question 
provided excess mail revenue of $654,000 for the calendar 
years 1948-1950. The Supreme Court decision requires the 
CAB to review its original order and redetermine the mail 
pay requirements for the C&S international operations for the 
periods involved in accordance with the principles therein 
established. ‘The amount of mail pay refund, if any, that 
Delta may be required to pay as successor of C&S cannot 
now be determined. 

"The Company has provided a $500,000 reserve in 
connection with the foregoing contingent liability and with 
proposed deficiencies in income taxes of C&S prior to its 
merger into Delta." 
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C & S REPORT OF EARNINGS TO STOCKHOLDERS AND 
ADJUSTMENTS NECESSITATED BY THE PROPOSED RECAPTURE 


C&S 
System Net 
Profit as 
Reported to Proposed Adjusted 
Stockholders Recapture -_ Earnings 
Year Ended December 31: 
1946 $ (476)  -$ (476) 
1947 (276) (276) 
1948 639 ; 604 
1949 630 484 
1950 856 | 601 
1951 1,131 ! (47) 
1952 1,339 609 


$3,843 | $1,496 


PROPOSED RECAPTURE WOULD REDUCE ACTUAL EARNINGS 
TO 38.93%. OF EARNINGS PUBLICALLY REPORTED 
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TESTIMONY OF C. E. WOOLMAN 
PRESIDENT AND GENERAL MANAGER 
DELTA AIR LINES, INC. 


My purpose in'appearing as a witness in this proceeding is to 
emphasize certain circumstances surrounding the merger of Delta 
and C&S which, in our opinion, must be taken into consideration by 
the Board in determining the "need" of C&S for the rate period under 
consideration. In doing so, I shall refer to certain of the exhibits in 
the DLR-1070 series, although these exhibits will be sponsored by 
another witness. 

The Board has seen fit, over our strenuous objection, to institute 
this proceeding looking towards the retroactive revision of the rate 
applicable to the international division for the period December 16, 1950 
through July 31, 1952 -- a rate which all parties considered final until 
just last year. In its exhibits the Bureau is now proposing that Delta 
pay to the Government the staggering sum of $1,177,000 as alleged 
excess earnings received by C&S on its international system during 
that period. Under these circumstances I would like to set forth facts 
which demonstrate, in our opinion, that the "need" of C&S during this 
rate period included the earnings which it actually received because it 
was on the basis of these earnings that Delta merged with C&S -- a 
merger which was approved by the Board as in the public interest and 
which has resulted in a substantial improvement in the air transportation 
system of the United States. 

When we negotiated the merger with C&S we looked, of course, at 
the route system of C&S and at the traffic which it would offer, but we 
were relying heavily upon the physical assets of C&S. This was so 
because we recognized that we would have to absorb for some period 
of years, the annually 
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recurring subsidy requirement of C&S' domestic route system, which 
did not have, at that time, any earning power in and of itself. Our . 


interest in the routes was largely based on our need for an expanded 


route system to permit the effective utilization of aircraft such as the 


DC-7 which we knew were ahead of us. 

The balance sheet upon which our merger agreement of July 8, 
1952 was consummated showed that C&S' net book value was $6,988,246. 
As developed during the hearings on the merger, the flight equipment in 
our opinion had a current value substantially in excess of book value, 
Under these circumstances we were willing to merge ona basis whereby 
C&S stockholders would receive Delta debentures reflecting an excess of 
$3,000,000 above the net book value of C&S' assets. Therefore, in our 
negotiations with C&S we finally agreed to merge ona basis which was 
designed to exchange $10,000,000 principal amount of Delta's Debentures 
(which bore interest at the rate of 5-1/2% and which were convertible into 
Delta common stock) for C&S stock. This negotiation was not an easy one. 
The interest rate was high for 1952, the conversion rights were important 
and we felt that we had gone as far as possible in agreeing to exchange 
$10,000,000 of Debentures. The most recent balance sheet of C&S which 
was available, and the one used in the negotiations, was that of March 31, 
1952. This balance sheet did give us notice of the Postmaster General's 
appeal only a short time before of the international rate established by 
the Board in October of 1951. The appeal had been taken on the grounds 
that the Board had failed "to offset profits above 7.4% earned under the 
Company's permanent domestic mail rates against the mail pay need of 
the Company's international operations." DLR-1071, p. 1.. 
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Recognizing that, between the date the agreement was signed and 
the ultimate merger, changes in the C&S financial picture would occur, 
we provided in the merger agreement that the principal amount which 
Delta would pay in Debentures would be adjusted on a dollar for dollar 
basis by the difference between the net book value of C&S on March 31, 
1952, and the net book value of C&S on the Evaluation Date. In essence, 
therefore, once the amount of the excess had been estimated, thereafter 
the merger was basically based on net book value. There were certain 
adjustments to be made in the principal amount, however, including an 
estimated adjustment which would be "just and equitable" in order to 
protect Delta against any reduction in the net worth of C&S by reason 
of the court appeal. DLR-1071. 

In his direct testimony in DL-9, Page 13, previously submitted in 
this proceeding, Mr. Cole has described how the adjustments were 
worked out in order to arrive at the final amount of Debentures which 
were to be issued to C&S. I would like to add that in negotiating these 
adjustments, Delta relied upon financial statements of C&S and opinions 
which gave no hint whatsoever that there was any contingent liability 
accruing by reason of the court appeal other than what we considered 
at that time was an unlikely possibility of an "offset". We also noted 
that the Board had approved the merger on the basis of evidence of 
record showing the excess of the purchase price over net book value 
at $3,012,000 - not $5,358,754, which is what it would be under the 
Bureau's proposal to reduce the level of C&S' international mail rate 
by $1,177,000, in addition to the proposed offset. (DLR-1090, Revised; 
Examiner's Recommended Decision in Docket No. 5546, Page 56, adopted 
by the Board in Order No. E-7052 and No. 7053, dated December 24, 1952.) 
The Board also had before it in its approval of the merger various 
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financial statements and notes which described the C&S mail rate now 
sought to be reopened as "final" except for the offset issue. Accordingly, 
the material sent out to our shareholders soliciting approval of the 
merger indicated no liability which might result from the court appeal 
other than that raised by the offset matter. DLR-1075. | 

The stockholders of our company approved the merger and the 
merger was finally and legally consummated on May 1, 1953. The 
certifications of C&S officers relating to the liabilities of C&S submitted 
on the closing date as well as Balance Sheets of C&S then available still 
indicated no contingent liability from the Postmaster's appeal other than 
that relating to the offset question. DLR-1071. 

Thereafter the Postmaster General's appeal on the offset question 
was upheld by the Courts, and hearings in the remanded case were held 
before the Board. Last September, however, five years after the inter- 
national rate had been established, the Board reopened the Case to re- 
establish the International Rate for the period December 16, 1950 to 
July 31, 1952 on the basis of past operating results. We, of course, in 


consummating the merger recognized the possibility that the financial 


results of future operations of the C&S system might be different from 
those of the past if the Postmaster General's appeal on the offset issue 
were sustained by the Courts. Thus even though such an end result 

would have made the C&S routes of even less value to us, we did recog- 
nize such an eventuality as a possibility, although a remote one. However, 
never -- and I repeat -- never in merging with C&S did we consider that 
we might be assuming a liability, which the Bureau now claims is well 
over a million dollars, on the ground that the international rate in effect 
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during the period December 16, 1950 - July 31, 1952 was subject to 
revisions for reasons not related to the offset questions. I can finally 
and categorically state that the merger would not have taken place 
involving the amount of Debentures which were exchanged for C&S stock 
under favorable interest rates and conversion privileges, had there been 
an indication that there was any possibility that the assets which C&S was 
merging into Delta might be, in effect, reduced by well over a million 
dollars for reasons unrelated to the offset matter. 

I believe that the problems which would have developed had there 
been any indication that a liability might develop from the court appeal 
unrelated to the offset might well have been the end of the merger. 
Certainly, with the court appeal not even then decided by the Court of 
Appeals, the C&S people would not have accepted a reduction in the face 
amount of the Delta debentures of well over a million dollars (i.e., the 
equivalent of the amount the Bureau now claims is excess earnings 
received by C&S on its international system during the period December 
16, 1950 through July 31, 1952). Accordingly, the only practical alterna- 
tive would have been some sort of a warrant situation whereby the C&S 
stockholders would have received Debentures in an amount of $8,823,000 
($10,000,000 less $1,177,000) with a "right" to secure additional deben- 
tures in the amount of $1,177,000 in the event Delta was not required to 
pay this contingent liability. It is my view that such a complication, on 
the top of already difficult negotiations, would have killed the whole deal 
from a practical business standpoint. 

No one will challenge the fact that the merger which we effected 
with C&S, in reliance upon the fact that C&S' mail rates were final and 
closed 
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except for the offset issue, has contributed to the development of air 
transportation in this country to the extent and of the character and 
quality required for the commerce of the United States, the Postal 
Service, and the national defense, to borrow a phrase from: Section 

406 of the Act. We have projected the savings to the United States 
Government in reduced domestic mail pay subsidies absorbed by Delta 
as a result of the merger in the last four years on the basis of the sub- 
sidy estimate of the Board contained in the Subsidy Separation Report, 
October 1952 Revision, at $1,830,500. DLR-1090, Revised. We have 
similarly projected the savings to the United States Government in 
reduced international mail pay subsidies absorbed by Delta as a result 
of the merger at $2,502,500. DLR-1090, Revised. This would make a 
total subsidy saving to date of over $4,300,000. In addition, there have 
been other public benefits brought about by the joining together of these 
two companies, as the Board found when it gave its approval to the 
merger. 

The proposal now to take away more than $1,000,000 of the C&S 
assets upon which Delta relied, and which no one ever questioned as 
being in issue until nearly three years after the merger was consummated, 
seems to us most inequitable. In the light of these large subsidy savings 
and of the public benefits which the merger has brought about, if ever 
there was a good place for the exercise of the Board's broad discretion- 
ary powers in order to produce a fair and equitable result, this is it. 
The Board in its discretion should recognize that the international mail 
revenues received by C&S, upon which the merger was based, and that 
are now sought to be recaptured from Delta are far overshadowed by the 


subsidy savings and other public benefits effected by Delta through the 


merger. 


[ 2027] 


02. —_ eee 


[2027] 


CAB Docket REVISED 
No. 2564 Exhibit DLR-1130 
Page 1 of 22 


DIRECT TESTIMONY OF TODD G. COLE 
VICE PRESIDENT - FINANCE 
DELTA AIR LINES, INC. 


The earlier proceeding in this case was directed towards the 
determination of alleged excess earnings (if any) available for offset 
against international mail pay requirements of C&S for a period begin- 
ning November 1, 1946 to December 15, 1950 (Delta's position), January 
1, 1948 through September 30, 1951 (Bureau Counsel's position), or 
January 1, 1948 through July 31, 1952 (the Postmaster General's last 
position). Bureau Counsel has supplemented the record with additional 
material relating to the offset portion of this case in BC 1001 and related 
exhibits. Delta has also supplemented exhibits previously submitted 
which have either been identified with an "S" designation (e.g. DL 5S 
and 11S) or have been incorporated in other exhibits (e.g. DLR 1020 
supplements DLR 10 previously submitted). A substantial number of 
the Bureau's direct exhibits are "revised" exhibits, the revisions having 
been made after the distribution of Delta's rebuttal exhibits, and as 2 
result a number of Delta's rebuttal exhibits are "revised" exhibits. 

No question relating to the level of the international rate, other 
than as related to the offset issue, was considered in the prior proceed- 
ing. As we construe the Board's understanding of the court's mandate 
as set forth in Order No. E-10593, however, the Board considers itself 
under a duty to establish the "need" of C&S as a whole for the period 
covered by Order No. E-5793, dated October 18, 1951, which the Board 
noted was "set aside” by the court, and hence it would be inappropriate 
to limit its attention on remand just to a consideration of alleged excess 
earnings under the domestic rate. Accordingly, the Board will find it 
useful and important to have in the record before it at thé time it reaches 
its final decision on all phases of this case, knowledge of the experience 
of C&S as a whole for this period. With that in mind, 
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Delta has submitted for this record a series of exhibits which not only 
bear upon the level of the earnings under the international rate to be 
reviewed herein and which Delta contends must be considered from a 
broad aspect, . but which are also necessary if the Board is to have 
before it a composite picture from which to determine the "need" of 
C&S as a whole. 

Portions of the period November 1, 1946 through July 31, 1952 
have been reviewed by the Board and determinations made therefor 
under the divisional rate-making policy in effect prior to the decision 

n Summerfield v. C.A.B., 207 F.2d 207 (C.A.D.C. 1953), aff'd. sub nom 
Delta Air Lines v. Summerfield, 347 U.S. 74 (1954). In order that the 
record may contain a compilation of system operations for this entire 
period reflecting action taken by the Board in earlier cases: and the 
action suggested by the Bureau in this proceeding, DLR 1060 (2nd revi- 
sion) has been prepared, which, in turn, is based upon DLR: 1020 (revised), 
1061 (page 1 of which is 2nd revision) and 1062 (revised). 

DLR 1020 (revised) details the manner in which investment and 
earnings for the period November 1, 1946 through July 31, 1952 there 
set forth have been developed. This exhibit consolidates the investment 
and earnings established in prior rate cases applicable to this period 
with the proposal set forth in BC 1001 (revised), 1002 (revised), and 

1030 (revised). For convenience I shall hereinafter refer to those con- 
solidated figures as "CAB investment", "CAB earnings", and "CAB 
return". It must be understood that this exhibit includes all adjustments 
to actual investment and earnings either made by the Board in earlier 
cases or proposed by the Bureau in the exhibits which I have just men- 
tioned. Accordingly, the "CAB return" on investment of 15.06% shown 
is the return for the period November 1, 1946 to July 31, 1952 derived 
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from dividing the "CAB earnings" by the "CAB investment". As opposed 
to the "CAB return” of 15.06%, a return on CAB investment" of 12.70% 


was experienced. 
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for this period after reducing "CAB earnings" by operating cash costs 
actually incurred by C&S but disallowed in computing "CAB earnings". 

DLR 1020 is reflected in the first column of DLR 1060. The second 
column reflects the exceptions taken by Delta in DLR 1061 and 1062 to 
certain of the adjustments proposed by the Bureau to both reported earn- 
ings and investment in exhibits submitted in this reopened proceeding. 
The third column sets forth the adjusted system investment and adjusted 
earnings for the period November 1, 1946 to July 31, 1952 which Delta 
believes are correct; they show a return on investment of 12.36%, that 
becomes 10.19% if the adjusted earnings are reduced by the $742,000 of 
incurred costs that were disallowed during the period. 


* * * * * 
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A summarization from DLR 1060 (2nd revision) of the total "CAB 
investment", "CAB earnings", and "CAB return" on investment, and 
reflecting the positions taken by the Company on certain of the adjust- 
ments proposed by the Bureau in BC 1001 (revised),BC 1002 (revised), 
and BC 1030 (revised) is shown in the following schedule: 


CAB Delta 
Position Position 


Adjusted earnings (000) $ 4,728 $ 4,225 
Total Investment (000) 31,395 34,182 
Return on Investment 15.06% 12.36% 


{ 2033] 
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As I have previously noted, the only difference between the "CAB 
earnings" of $4,728,000 and the earnings of $4,225,000 developed by 
Delta's computation relates to the proper handling of the persion plan 
costs. The major difference between the "CAB investment" and Delta's 
position as to investment relates to the working capital issue There- 
fore the only remaining question upon which I would like to comment is 
the earnings level. The CAB position is that C&S experienced a 15.06% 
return on investment. After Delta's adjustment to "CAB earnings" to 


reflect pension plan costs, and its adjustment to "CAB investment" 


primarily relating 
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to working capital, it is Delta's opinion that it experienced a 12.36% 
return on investment. It is Delta's position that earnings of $4,728,000 
during this period were "needed" by C&S and a fortiori earnings of 
$4,225,000 were within its "need". This is so because: : 

(1) The need can only be met with a return which will 
enable the Company to operate successfully, to attract 
capital and to compensate its investors for the risks 
assumed. In this respect we rely upon the following 
language of the Supreme Court in the Hope Natural 
Gas Case quoted by the Board in the Transatlantic 
Mail Rate Case, Order No. E-8833, Appen. A. p. 86. 


"From the investor or company point of view 
it is important that there be enough revenue 
not only for operating expenses but also for 
the capital costs of the business. These in~ 
clude service on the debt and dividends on — 
the stock. * * * By that standard the return 
to the equity owner should be commensurate 
with returns on investments in other enter 
prises having corresponding risks. That 
return, moreover, should be sufficient to 
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assure confidence in the financial integrity 
of the enterprise, so as to maintain its 
credit and to attract capital." 


(2) A return on investment of approximately 15.06% does 
not exceed the "need" of C&S during the period Nov- 
ember 1, 1946 to July 31, 1952. 
In its determination of "need" Delta relies upon the earnings/price 


ratios for the intermediate sized air carriers for the years 1948-1954 of 


13.45% (as computed by the Examiner in his Initial Decision dated Decem- 
ber 16, 1955). The Examiner adjusted this earnings/price ratio of Delta, 
Braniff, Capital, Continental, Mid-Continent, National and C&S of 13.45% 
for flotation costs and underpricing and developed a cost of common stock 
equity of 14.58%. In making this adjustment, the Examiner used the total 
allowance of 14% for those items, reduced that by 40% (to 8.4%) because 
of plowed-back equity capital, and then increased the 13.45% earnings/ 
price ratio by the 1.13% obtained from multiplying 13.45% 
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by the 8.4% net allowance. In our opinion, the more appropriate calcula- 
tion for determining the cost of equity capital with an 8.4% net allowance 
for flotation costs and underpricing recognizes that the 13.45% earnings/ 
price ratio is the discounted figure and is therefore a division of 13.45% 
by 91.6% with a resulting cost of equity capital of 14.68%. The 1% 
incremental allowance for the added risk of international operations is 
translated to an increase of .28% for the system equity capital, thereby 
developing an allowable return of 14.96% on C&S' common stockholder 
equity. 

Applying this 14.96% allowable return for equity capital and a 
3 1/2% cost of borrowed capital to C&S" capitalization for the period 
here involved develops an average cost of capital on total capitalization 
of 14.39% (Exhibit DLR 1026 revised, page 2). 
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Whereas Delta has some reservations about the validity of the 40% 
discount of the allowance for flotation costs and underpricing used by the 
Examiner, because of the novelty of such an adjustment and because sub- 
stantially less than 40% of C&S' equity capital in the review period was 
contributed by plowed-back earnings, Iam proceeding on the basis that 
14.39% is the established cost of equity capital for C&S during the period. 
It is Delta's firm position, however, that capital costs must be applied to 
C&S' actual capitalization to determine C&S' "need" rather than applying 
capital costs to a composite or group capitalization. The Examiner 
relies upon the Board's decision in the Transatlantic Final Mail Rate, 
Order E-8833, page 92, rejecting the differentiated return concept urged 
by Delta. The Board's decision in that case had this to say'on the issue: 
"Bureau Counsel have contended for the use of 
each carrier's own capital structure, which would 
result in what is called a differentiated rate of | 
return. However, we agree with the Examiner's 
view that airline capital structures have not as 
yet reached the degree of stability of other public 
utilities and that a differentiated rate of return is 
not warranted at this time.” 
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The issue involved in this proceeding, however, is completely 
different from the issues which were before the Board in the Trans- 
atlantic Mail Rate Case. In that case, the policies, and rates established 
thereunder, were applicable to both the past and the future! on a "going 


concern" basis. The carriers involved in that proceeding, once con- 


fronted with the Board's policy of a composite rate of return concept, 
have the opportunity to achieve approximately their "need" on total 
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capitalization by establishing a capital structure approximating that used 


in the theoretical composite capital structure. In the present case no 
such opportunity exists, and the application of the composite rate of 
return concept to C&S will result in its receiving far less than its actual 
need” measured by the capital costs of its actual capital structure. 
This is demonstrated by the following tabulation: 


Actual Capitalization 
000 omitted 
Total "CAB Investment" $31,395 
(DLR 1020) 
Equity capital - 95.0% $29,825 
(DLR 1026, Revised) 
Needed return - 14.96% 
Debt capital - 5.0% 1,570 
(DLR 1026, Revised) 
Needed return - 3.50% 


Total Needed Earnings 


Composite (Theoretical) 
Capitalization 
Total "CAB Investment” $31,395 
(DLR 1020, Revised) 
Equity capital - 60.64% $19,038 
Needed return - 14.96% 
Debt Capital - 39.36% 12,357 
Needed return - 3.50% 


Total Needed Earnings 


Less: Needed return on 
actual debt 


Return available for equity 
investment 


Resulting rate of return on 
actual equity investment 
of $29,825 
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The same computation, but using as total investment that amount for 
which Delta urges recognition as set forth in Exhibit DLR 1060 (2nd 


revision) is shown below: 


Actual Capitalization 
(000 omitted 
Total adjusted investment $34,182 
Equity capital - 95.0% 
(DLR 1026, Revised) $32,473 
Needed return - 14.96% 
Debt capital - 5.0% 
(DLR 1026, Revised) 1,709 
Needed return - 3.50% 


Total Needed Earnings 


Composite (Theoretical) 
Capitalization 
Total adjusted investment $34,182 
Equity capital - 60.64% 
Needed return - 14.96% 
Debt capital - 39.36% 
Needed return - 3.50% 


Total Needed Earnings 


Less: Needed return on 
actual debt 


Return available for equity 
investment 


Resulting rate of return on 
actual equity investment 
of $32,473 


THEREFORE, APPLYING ACTUAL EQUITY CAPITAL COST OF 
14.96% TO A THEORETICAL CAPITAL STRUCTURE PRODUCES AN 
ACTUAL RETURN ON EQUITY OF ONLY 10.82%. NO STRONGER 
SHOWING COULD BE MADE OF THE FALLACY OF THE COMPOSITE 
CAPITAL STRUCTURE CONCEPT IN THIS PARTICULAR INSTANCE. 


{2036} ee Y 

Such a result is particularly shocking to us when it is recognized 
that the Board has consistently urged the industry to improve the ratio 
of equity to debt. Thus C&S, which had over the years relied upon equity 
capital to a large extent and therefore had a consistently low debt-equity 
ratio would actually be penalized through the rejection of the differentiated 
rate of return for having reached a result desired and urged by the Board 
(see Exhibit DLR 10264). 
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The following tabulation sets forth C&S' capitalization as reported at 
the end of each calendar year from 1943 through 1952: 


Reported Balances 


Stockholder Equity and Long-Term Debt 
00) 


Year Stockholder Long-Term 
—_ Equity Debt 
1943 $ 1,551 $ 225 
1944 1,596 -0- 
1945 1,937 -0- 
1946 4,120 1,160 
1947 (reported) 3,311 560 
1947 (adjusted to reflect 

retroactive mail pay 

applicable to 1946 

and 1947) 4,365 
1948 5,005 -0- 
1949 5,456 -0- 
1950 6,059 -0- 
1951 6,858 500 
1952 7,815 -0- 


The "stockholder equity” amounts shown above represent common stock 
only. The "Long-Term Debt" amounts are balances under bank borrow- 
ings due more than one year from date. The reliance largely upon equity 
as a program is well demonstrated by the raising of $3,000,000 in July, 
1946 through the sale of additional common stock, resulting in a four-fold 


[ 2038] 
a a 
increase in stockholder investment, and the sparing use of borrowed 
funds thereafter. Note must be taken that the borrowing shown in the 
foregoing tabulation at December 31, 1946 and 1947 would probably have 
been unnecessary if the mail rate ultimately applicable to 1946 and 1947 
had been currently effective. 

As we read the Board's opinion in the Transatlantic Mail Rate 
Case, (Appen. A, pp. 94-97) the major reason for rejecting the differen- 
tiated rate of return was because the air transportation industry had not 
developed stable capital composition characteristics. This fact, how- 
ever, is not true with regard to C&S which, for the period here in ques- 


tion, has demonstrated a large measure of stability in its capital structure. 


Furthermore, the Board also 


[2038] 


CAB Docket REVISED 
No. 2564 Exhibit DLR-1130 
Page i12 of 22 


focused upon the leverage factor resulting from a high debt-equity 
ratio in a capital structure and the difficulties in trying to evaluate 
that leverage factor on equity earnings requirements: 
"The inability to obtain any reasonable indication 
of the effect of leverage on investor earnings 
requirements is believed to present significant 
reasons for rejecting Bureau Counsel's proposed 
differentiated rate of return. In the cases cited 
by Bureau Counsel which adopted the differentiated 
rate of return the essential reliance of the regula- 
tory body was upon the experienced earnings-price 
ratios, capital structure and recent costs of equity 
capital for the individual companies for which rates 
were being set. (Citations) It may be conceded, 


arguendo, that this is a reasonable and perhaps the 
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Such a result is particularly shocking to us when it is recognized 
that the Board has consistently urged the industry to improve the ratio 
of equity to debt. Thus C&S, which had over the years relied upon equity 
capital to a large extent and therefore had a consistently low debt-equity 
ratio would actually be penalized through the rejection of the differentiated 
rate of return for having reached a result desired and urged by the Board 
(see Exhibit DLR 10264). 
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The following tabulation sets forth C&S' capitalization as reported at 
the end of each calendar year from 1943 through 1952: 


Reported Balances 


Stockholder Equity and Long-Term Debt 
(000) 


Year Stockholder Long-Term 
— Equity Debt 
1943 $ 1,551 $ 225 
1944 1,596 -0- 
1945 1,937 -0- 
1946 4,120 1,160 
1947 (reported) 3,311 560 
1947 (adjusted to reflect 

retroactive mail pay 

applicable to 1946 

and 1947) 4,365 
1948 5,005 -0- 
1949 5,456 -0- 
1950 6,059 -0- 
1951 6,858 500 
1952 7,815 -0- 


The "stockholder equity” amounts shown above represent common stock 
only. The "Long-Term Debt" amounts are balances under bank borrow- 
ings due more than one year from date. The reliance largely upon equity 
as a program is well demonstrated by the raising of $3,000,000 in July, 
1946 through the sale of additional common stock, resulting in a four-fold 
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increase in stockholder investment, and the sparing use of borrowed 
funds thereafter. Note must be taken that the borrowing shown in the 
foregoing tabulation at December 31, 1946 and 1947 would probably have 
been unnecessary if the mail rate ultimately applicable to 1946 and 1947 


had been currently effective. 

As we read the Board's opinion in the Transatlantic Mail Rate 
Case, (Appen. A, pp. 94-97) the major reason for rejecting the differen- 
tiated rate of return was because the air transportation industry had not 
developed stable capital composition characteristics. This fact, how- 
ever, is not true with regard to C&S which, for the period here in ques- 
tion, has demonstrated a large measure of stability in its capital structure. 
Furthermore, the Board also 
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focused upon the leverage factor resulting from a high debt-equity 
ratio in a capital structure and the difficulties in trying to evaluate 
that leverage factor on equity earnings requirements: 
"The inability to obtain any reasonable indication 
of the effect of leverage on investor earnings — 
requirements is believed to present significant 
reasons for rejecting Bureau Counsel's proposed 
differentiated rate of return. In the cases cited 
by Bureau Counsel which adopted the differentiated 
rate of return the essential reliance of the regula- 
tory body was upon the experienced earnings-price 
ratios, capital structure and recent costs of equity 
capital for the individual companies for which rates 
were being set. (Citations) It may be conceded, 
arguendo, that this is a reasonable and perhaps the 
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most accurate measure of a fair rate of return 

for an enterprise that has shown highly stable 

investment characteristics over a substantial 

past period . . ." 
Again, that factor is not relevant here because we are looking at a 
fixed period with no possibility of the carrier taking the overall rate 
for an existing capital structure and, by modifying that capital structure 
to substantially increase the debt ratio, gain an unjust return on equity. 

A further point of distinction between C&S and the Transatlantic 
Mail Rate carriers'is the very substantial portion of C&S" entire exist- 
ence under the Civil Aeronautics Act covered by this proceeding. As 
shown by Exhibit DLR 1091, the period for which C&S' "need" for the 
carrier as a whole must ultimately be determined covers 75% of C&S' 
entire operating revenues from January 1, 1938 to July 31, 1952. This 
period also represents 66% of its revenues between January 1, 1938 and 
May 1, 1953, the date of termination of its corporate existence. Similarly, 
the review period covers 70% of the revenue passenger miles between Jan- 
uary 1, 1938 and July 31, 1952, and covers 61% of revenue passenger 
miles from January 1, 1938 to May 1, 1953. 
Looking at cumulative investment, the $31,395,000 total recognized 

investment proposed by Bureau Counsel in this proceeding represents 
73.43% of total cumulative investment from July 1, 1938 
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to July 31, 1952 shown in DLR 1022 and represents 65% of cumulative 
investment from July 1, 1938 to April 30, 1953. From the standpoint 
of actual stockholder investment (as compared to stockholder equity 
reflecting both original investment, earnings, and dividend payments) 
the cumulative stockholder investment during the period under review 
is 75% of the total cumulative stockholder investment through July 31, 
1952 and 68% of that investment through April 30, 1953 (DLR 1092). It 


[ 2040] 
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is evident, therefore, that the problem is not one of determining need 
for a relatively minor portion of an airline's operations but instead a 
review of a very substantial part of its entire life. 

Exhibit DLR 1027 (2nd revised) has been prepared in an endeavor 
to bring sharply into focus this matter of "need" when measured in 
terms of the earnings on the actual stockholder investment at the 
established cost of capital. This exhibit uses the number of dollars 
invested in C&S by the stockholders at November 1, 1946 as the start- 
ing point, accrues annual earnings on that investment at the established 
rate of 14.96% on stockholder equity, with the beginning investment 
increased by those annual earnings from year to year and reduced by 
dividends paid. This exhibit indicates that total earnings of $5,831,000 
were needed during the period November 1, 1946 to July 31, 1952 to 
provide a return of 14.96% on the actual stockholder investment alone 
without regard to borrowed funds. By comparison, "CAB earnings” 
for that period were $4,728,000, $1,103,000 below the bare “cost of 
capital" return on stockholder equity alone during the same period. 
And of those $4,728,000 of earnings the Bureau would recapture 
$2,347,000, leaving only $2,381,000 as earnings (adjusted, not actual), 
representing an annual rate of earnings on the dollars invested by the 
stockholders of only 6.11% - less than half of the capital cost. 


To demonstrate the pitfalls into which one may be led by 
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the precise mathematical approach used by the Bureau in his calculations, 
I wish to call attention to the total investment of $5,016,000 proposed by 
the Bureau as recognized investment for the calendar year 1950 (Exhibit 
DLR 1020). This proposed investment for 1950 - the twelfth year of C&S’ 
operations under the Civil:Aeronautics Act, with very meager dividend 
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payments to its stockholders in those years - is only slightly more than 
the $4,894,000 invested by the stockholders and is less than the invest- 
ment proposed for either of the two preceding years. The last new 
equity money was brought into C&S in 1946, and the Bureau approach 
contains almost no recognition of the year-to-year increase in stock- 
holder equity which is the inevitable end result of appropriate earnings 
allowances accompanied by conservative and at times non-existent 
dividends (and absent cost disallowances for operating inefficiencies 

of overwhelming magnitude). 

The following exhibits set forth actual C&S earnings and the 

impact upon those earnings of the proposed mail pay recapture: 

Exhibit DLR 11S shows that the actual return on domestic 
investment produced by the domestic operations of 
C&S from July 1, 1938 through July 31, 1952 was 
7.9%. The proposed mail pay recapture would reduce 
this rate of return to 4.6%. 

Exhibit DLR 1021 shows that the return on "CAB investment” 
after giving effect to all of the CAB accounting adjust- 
ments will be only 5.22% for the period from November 
1, 1946 to July 31, 1952. 

Exhibit DLR'1022 shows a return on total system investment 
of 9.9% from July 1, 1938 to July 31, 1952. The pro- 
posed mail pay recapture would reduce that rate of 
return to 4.4%. 

Exhibit DLR 1024 shows that the return on stockholder equity 
for the period July 1, 1938 to July 31, 1952 
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was 10.3% for system operations, and that the 
proposed recapture would reduce the rate of return 


on stockholder equity alone to 4.2%. 
*x ae xk * 


* 
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Another factor to be considered in determining the C&S "need" 
for the period December 16, 1950 through July 31, 1952 are matters 
relating to the circumstances brought on by the Delta-C&S merger in 
1953. Mr. Woolman in his testimony has already touched upon certain 


aspects of this question but I would like to set forth in some further 


detail the reliance placed by both C&S before the merger, and by Delta 


in consummating the merger 
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on May 1, 1953 and thereafter, on the finality of the mail rate established 

in Order No. E-5793 insofar as the level of the international mail pay is 

concerned. The exhibits listed below contain a portion of the documentary 
evidence of the finality of that international rate upon which reliance was 
placed: 

Exhibit DLR 1070 contains excerpts from Annual Reports 
of Chicago and Southern Air Lines, Inc. (including 
notes which were part of financial statements certified 
by independent public accountants) characterizing the 
CAB Order E-5793 as a "final rate order" and describ- 
ing the Post Office Department's appeal of that order 
as going to the "offset'' issue. } 

Exhibit DLR 1071 contains relevant excerpts from the Delta- 
C&S Merger Agreement and recites that portion of 
Article V of that agreement which refers to the pending 
appeal by the Post Office Department from CAB Order 
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Serial No. E-5793 This appeal was described in that 
section'of the merger agreement as follows: 


"The Postmaster General has taken the posi- 
tion that in considering the 'need" of the 
international division of C&S, the Board 
should take into account earnings on the 
domestic division of C&S." 


It was this issue, and only this issue, which Delta 
believed presented a possible contingent liability as 
a result of the C&S merger - and of particular signifi- 
cance is the fact that the agreement containing the 
above quoted statement is the agreement approved by 
the Civil Aeronautics Board in its Orders E-7052 and 
E-7053 dated December 24, 1952 under which the 
merger of C&S with and into Delta was consummated. 
Exhibits DLR 1073 and DLR 1074 are letters of counsel for 
both Delta and C&S showing further that no issue 
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other than the "offset issue" was considered by 
either Delta or C&S as they moved toward and 
consummated their merger on May 1, 1953. 

Exhibit DLR ‘1075 contains excerpts from the Proxy State- 
ment of Delta Air Lines, Inc. dated March 19, 1953 
under which the votes of Delta stockholders were 
solicited in favor of the Delta-C&S merger. Once 
again, it is clear that Delta's management and its 
stockholders relied both upon the finality of the 
international mail rate Order E-5793 and the fact 
that the Post Office Department's then pending posi- 
tion inithe United States Court of Appeals went only 
to the "offset" principle. 


ae [ 2045] 
Exhibit DLR 1076 is an exchange of letters between Delta 
and the Post Office Department in July, 1953, in 
which the Post Office Department, in a letter which 
I received, requested assurance from Delta that the 
liabilities which it assumed in the merger "includes 
repayment to the Post Office Department in the event 
a subsequent finding by the Civil Aeronautics Board 
of an overpayment to Chicago & Southern" as a condi- 
tion precedent to accomplishing payments for mail 
transportation after the merger; to this request I 
replied on behalf of Delta that I assumed that refer- 
ence was made to the possible effect of the decision 
of the United States Court of Appeals for the District 
of Columbia in Summerfield v. Civil Aeronautics 


Board in which case was involved "the question of 


whether the so-called 'excess' profits of $654,000 
from the C&S domestic operations should be offset 
against the need requirements for the Latin American 
routes for the years 1948 through 1950", and that 
Delta Air Lines, Inc. "recognizes a possible liability 
to the Post Office Department of up 
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to $654,000, depending upon the final outcome of 
the Summerfield Case in the federal courts and the 
final decision of the Civil Aeronautics Board should 
that case be remanded to it for further action." No 
acknowledgment was received from the Post Office 
Department to Delta's letter of July 28, 1953 from 
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which the immediately preceding excerpts were 

taken, but payments for mail transportation were 

certified and accomplished by the Postmaster 

General shortly thereafter. 

Exhibit DLR 1077 contains excerpts from the Annual Reports 

of Delta Air Lines, Inc. for the fiscal years ended 
June 30, 1953 through 1956, including notes which 
were a part of certified financial statements, show- 
ing that Delta placed reliance upon, and acted pursuant 
to, the fact that only the issue of "offset" was involved 
in the judicial proceedings and proceedings before the 
Civil Aeronautics Board that were from time to time 
pending. Bankers in executing two different credit 
agreements, one for $20,000,000 and another for 
$30,000,000, prospective investors, and Delta itself 

in determining its dividend policy have relied upon 
these and similar notes. 

This is the appropriate time to call attention to DLR 1090. This 
exhibit showed that under the Merger Agreement Delta agreed to pay a 
premium of $3,012,000 over the book value of C&S assets acquired in 
the merger (the $10,000,000 base price reduced by the $6,988,000 C&S 
book value to which this base amount related). It was upon this basis 
that the merger agreement was approved by the Civil Aeronautics Board 
— with all parties aware of the existence of the "offset issue"’". The 
proposed recapture as alleged "excess" earnings of C&S amounting to 
$2,347,000 is one-third of 
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the value of C&S assets that Delta bargained for, and recapture of that 
amount from Delta would mean that Delta would in effect be required to 
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pay a premium of $5,359,000 for C&S through the merger - a premium 


representing 54% of the total base price. 

This same Exhibit DLR 1090 also details the subsidy Eierents 
projected by the Civil Aeronautics Board for Chicago and Southern Air 
Lines, Inc. for the fiscal years ended June 30, 1953 and 1954, and esti- 
mates of the subsidy savings for 1955 and 1956 at the 1954 level, which 
can be considered an estimate of savings to the Government attributable 
to the Delta-C&S merger. Those savings for the three years and two 
months total $4,333,000. Short of a detailed forecast as to what C&S 
would have done operationally had it not merged into Delta, this figure 
is the best estimate available. It is possible that the net of increased 
revenues and costs experienced by the international air transportation 
industry generally during these years might have reduced this subsidy 
requirement somewhat. However, there is no doubt that it mocks still 
have remained very substantial. 

A further measure of the tremendous impact which the proposed 
recapture would have had on C&S had it received mail pay currently on 
the basis now proposed is provided by Exhibit DLR 1080. This exhibit 
shows that C&S reported to its stockholders system net profit of $3,843,000 
for the calendar years 1946 through 1952. These reported earnings would 
be reduced by $2,347,000 (61%) to $1,496,000 under the Bureau Counsel 
proposal. C&S embarked upon a re-equipment program, arranged a bank 
loan, declared dividends, and consummated a merger based upon its 
system net profit as reported (except for the possible contingency of the 
offset issue). It is now proposed that a determination be made that over 
half of those reported profits be repaid - not by C&S but by Delta. Atten- 
tion is specifically directed to the profits for the calendar year 1951, 
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which were reported as $1,131,000 of which $1,178,000 is proposed for 
recapture as allegedly "excess" earnings leaving an adjusted loss for 
that year of $47,000. 
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[2180] 


INITIAL DECISION OF EDWARD T. STODOLA, HEARING EXAMINER 
Served: June 20, 1957 


* * * 


[2200] 


* * * Bureau Counsel makes disposition of the carrier's need for fair 


and reasonable earnings in terms of what may be appropriately styled 


as a "cost-plus" approach for the period under consideration. 


* * * * *! 
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BRIEF OF 
DELTA AIR LINES, INC. 
TO 
THE BOARD 


August 15, 1957 
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A further indication of the complete invalidity of the Bureau's 
position is seen from Chart 8 which compares C&S' return on stock- 
holder's equity for the period July 1, 1938 to July 31, 1952 with that of 
the domestic trunks. It is there seen that C&S' return on equity of 
10.3 percent was below that realized by the stockholders of the domestic 
trunks of 11.3 percent. C&S, of course, was in general competition with 
the domestic trunks in the equity market. The Bureau Counsel, however, 
would lead the Board to believe that C&S' stockholders could have gotten 
along with only a 4.2 percent return on equity - nearly 1/3 that of the 
domestic trunks - when every index of equity attraction demonstrates 


that a small company, such as C&S, with consistently higher break-even 
needs than that of the Big Four which dominate the domestic trunk 
average, needs a higher return to attract equiv 


* * * * * 


2/ See p. 20, supra, and particularly footnote 1. Also see Examiner 
Stodola's findings on this subject discussed above at p. 27 
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[ Received Nov. 14, 1957] 


BROCHURE CONTAINING CHARTS 
AND EXPLANATORY MATERIAL 
Submitted by 
DELTA AIR LINES, INC. 
for use in 


Oral Argument 
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CHART 2a 


THE PRINCIPAL ISSUE BEFORE THE BOARD FOR AN 
ULTIMATE FINDING IN THIS PROCEEDING IS WHETHER 
C&S SYSTEM EARNINGS FOR THE PERIOD NOVEMBER 1, 
1946 THROUGH JULY 31, 1952 WERE REASONABLE . 


The Examiner has correctly outlined the ultimate finding 

which the Board must make in the order terminating this 

proceeding: 
"| . It would appear that the only way in which the Court's 
injunction that the need of C&S be predicated on the need of 
the carrier as a whole can be followed and the only way in 
which the Board can establish a new rate for the period 
November 1, 1946 through July 31, 1952 to replace that set 


aside by the Court is to review C&S' system earnings for a 


period at least coterminus with the time involved in the rate 


order vacated by the Court." 1/ 
2/ 


C&S' experienced system return on allowed investment — 
for the period November 1, 1946 through July 31, 1952: 
Based on actual earnings 


Based on actual earnings artificially in- 

creased to reflect expense disallowances in 
prior "past period" rates (thereby eliminat- 

ing any argument that C&S' actual low earnings 
record may be attributed to such disallowances) . 


Source: DLR-1060. As the Examiner noted at 
I.D. 11-13, there is no real dispute be- 
tween the parties with regard to the 
investment and earnings figures upon 
which the foregoing returns are based. 


The principal issue in this proceeding is, therefore: 
Whether C&S' system return on investment for the period 


November 1, 1946 through July 31, 1952 of 13.83% (at a maximum) was 
reasonable and within its "need." 
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If such a return was within C&S' "need," then, pursuant to 

the Court's decision that divisional mail rates must be estab- 
lished with reference to system need for earnings, the earn- 
ings element in any new international mail rate established 

by the Board for the period November 1, 1946 through July 31, 
1952 may not be below that experienced under the international 
mail rate previously established by OrderE -5793. 


1/ LD., p.10. This finding of the Examiner is based upon an 
assumption of the validity of Order E-10593 in its determination of the 
rates and periods open for review in this remanded proceeding -- an 
assumption which Delta accepts for the purposes of this phase of the 
proceeding only in the event the Board does not reverse Order E-10593. 


2/ Investment "allowed" by the Board in prior "past period” rates and 
substantially as presented by the Bureau in its exhibits in this proceed- 
ing, in order to avoid any argument as to the appropriate investment 


base upon which to measure return. 
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ORDER # E-13518 


Served: February 18, 1959 


Decided: February 16, 1959 


Chicago and Southern Air Lines, Inc., mail pay for international opera- 
tions for the period November 1, 1946, through July 31, 1952, 
held excessive by $1,795,000, comprised of $1, 066, 000, exces - 
sive international mail pay for the period December 16, 1950, 
through July 31, 1952, and $729,000 of domestic earnings available 
for offset for the period January 1, 1948, through July 31, 1952; 
the fair and reasonable mail pay for C&S' international operations 
for the period November 1, 1946, through July 31, 1952, is 
$4, 878,000, subject to adjustment for income taxes. : 


Periods for which rates were established on a past period basis not re- 
viewed; there is no basis for Delta's contention that for such 
periods the breakeven need and investment require no review, but 
the rate of return must be redetermined; periods for which do- 
mestic operations were conducted under future period mail rates 
reviewed and financial results screened in light of statutory 
standards of "need" and "honest, economical, and efficient manage- 


ment." 


C&S required a rate of return of 10 percent for its domestic operations 
for the period January 1, 1948, through July 31, 1952, and for its 
international operations for the period December 16, 1950, through 
July 31, 1952, based on a cost of capital study, the financial and 
operating growth experience of the domestic trunkline industry and 
of C&S, the effect of the Board's conservative depreciation policies 
on capital requirements and the cost of capital, and the extra- 
ordinarily large amount of equity in C&S' capital structure. 
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Determination of cost of capital depends in large part upon application of 
judgment evaluations; traditional approach followed based on sep- 
arate determination of cost of debt and equity capital. 


Cost of common stock based on both intermediate-size carriers and Big 
Four earnings-price ratios; while intermediate-size carriers are 
more comparable to C&S in terms of size and operating and finan- 
cial requirements, lack of homogeneity in intermediate-size car- 
riers’ earnings-price ratios, and inflation of their earnings-price 
ratios by sizeable capital gains raises a substantial question as 
to reliability of such data; most valid conclusion can be drawn 


from use of both intermediate- 


{ 2533] 
size carriers and Big Four data. 

Differentiated rate of return rejected; airline capital structures through 
period involved had not reached the degree of stability which would 
justify a differentiated rate of return; debt-equity ratios influence 
earnings-price ratios; more meaningful result obtained by apply- 
ing average earnings-price ratios. of comparable carriers to their 
average capital composition than by applying such earnings -price 
ratios to a typical capital structure of C&S. 

International operations from December 16, 1950, through July 31, 1952, 
not a true past period for rate of return purposes; rate had been 
established earlier on a future rate basis and no question of re- 
opening was raised until long after carrier had ceased operating; 
insofar as investor was aware risks of loss were assumed by car- 
rier. 

From an accounting, economic, and rate-making standpoint, past serv- 
ice pension premium costs are related to the period subsequent to 
the installation of the pension plan and not to the years during 
which the services were performed; Delta's request that past serv- 
ice pension costs be recognized as an expense of period prior to 
installation of pension plan denied. 
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Under peculiar circumstances of this case, Constellation depreciation ex- 
pense for domestic operations during period November 1950 through 
September 30, 1951, not adjusted from 5 to 7 year service life 
basis; Board relied on reported depreciation in subsequent mail 
rate case and adjustment in this case would violate policy against 
retroactive adjustments. 
C&S' working capital properly reduced by amount of excess mail pay 
determined herein. 
APPEARANCES: 
George C. Neal, R. S. Maurer, and James F. Bell for Delta Air 
Lines, Inc. 


Abe McGregor Goff, Eugene J. Brahm, J. Frank Perrin, and 
Julian T. Cromelin for the Postmaster General. 


Robert C. Lester, Arthur H. Simms, Allen C. Lande, and Milton 
H. Shapiro for the Bureau of Air Operations, Civil Aeronautics Board. 
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OPINION 
BY THE BOARD: 

This proceeding was instituted by a petition filed by Chicago and 
Southern Air Lines, Inc. (C&S),— on October 11, 1946, and involves the 
establishment of final subsidy mail rates for the international operations 
of C&S from November 1, 1946, when such operations commenced, 
through July 31, 1952. The background and pertinent history of this pro- 
ceeding are set forth in detail in the excerpts from Examiner Stodola's 
Initial Decision attached hereto as Appendix A. 

Suffice it to say at this point that final mail rates were . established 
by the Board for the period involved herein by Order No. E-5793, Oc- 
tober 18, 1951,2/ However, as a reSult of subsequent court proceedings 
the case was remanded to the Board. Following such remand, the case 
has had two distinct procedural aepers One aspect has involved the 
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available for offset against the mail pay need of C&S' international opera- 
tions. Examiner Stodola issued his Initial Decision on this phase of the 
case on December 16, 1955. The other aspect of this case requires 
determination of the mail rate for C&S' international operations for the 
period December 16, 1950 through July 31, 


i C&S was merged into Delta Air Lines, Inc. (Delta), effective May 1, 


1953, (Delta-Chicago and Southern Merger Case, Order No. E-7350, 
May 1, 1953), and Delta, as the successor-in-interest, has participated 
actively in this case along with Bureau Counsel and the Postmaster 


General. 


2/ 44..A.B. 681. 
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1952, on a past period basis.2 After hearing on this phase of the case, 


on June 20, 1957, Examiner Stodola issued an Initial Decision in which 
he found that C&S’ international mail pay established by the 1951 order 
(No. E-5793) should be reduced by a total of $1,795,000, subject to ad- 
justment for certain tax matters. The $1,795,000 is comprised of 

$1, 066, 000 excessive international mail pay for the period December 16, 
1950, through July 31,1952, and $729, 000 of excessive domestic earn- 
ings available for offset for the period January 1, 1948, through July 31, 
1952. (See the Appendix attached to the excerpts from the Examiner'‘s 
decisions.) 

Exceptions to both Initial Decision, and briefs to the Board have 
been filed. The Board has heard oral argument on both phases of the 
proceeding and the case now stands submitted for decision. 

Delta’s basic claim is that no reduction of international mail pay 
awarded by the 1951 order should be made, because the entire system 
earnings of C&S for the period involved were needed by the company. 
Bureau Counsel contends that the C&S mail pay should be reduced by a 
total of $2,347,000 before tax savings, consisting of $1, 177,000 exces- 
sive mail pay for international operations between December 16, 1950, 
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and July 31, 1952, and $1,170,000 domestic earnings available for offset 
for the period January 1, 1948, through July 31, 1952. The Postmaster 
General claims that the reduction in mail pay should 


3/ Such determination was required by Order No. E-10593, September 
6, 1956; petition for reconsideration denied, Order No. E-10705, October 
25, 1956. This order also decided that the domestic operations must be 
reviewed for excessive earnings through July 31, 1952, the terminal date 
of the international operations reviewed herein. Delta continues to urge 
that we review and reverse Order No. E-10593. In substance, Delta's 
request is a successive petition for reconsideration based on grounds 
previously advanced to the Board, and, accordingly, will not be enter- 
tained under Rule 37(c) of the Rules of Practice. Cf. Reopened Trans- 
atlantic Final Mail Rate Case, Order No. E-10458, July 13,1956. 
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total $2,545,000, comprised of $1,177,000 excessive mail pay for inter- 
national operations between December 16, 1950, and July 31, 1952, as 
contended by Bureau Counsel, and $1,368,000 of excessive domestic 
earnings. | 
Upon consideration of the record, we find that we agree with the 
conclusion of the Examiner that C&S' mail pay for the period November 
1, 1946, through July 31, 1952, should be reduced by $1,795,000. Con- 
sequently, we find that the fair and reasonable rate of compensation to 
be paid to C&S for the transportation of mail by aircraft, the facilities 
used and useful therefor, and the services connected therewith, between 
the points on its Latin American routes between which it was authorized 
to transport mail by its certificates of public convenience and necessity 
for the period November 1, 1946, through July 31, 1952, is the sum of 
$4,878,000 (see Appendix B) before adjustment for income taxes as 
provided hereinafter. In some areas we disagree with the bases for 
the Examiner's ultimate findings and accordingly our views are set 
forth herein in some detail. Attached hereto as Appendix A are those 
portions of the Initial Decisions with which we agree, and adopt as our 
own, except as modified herein. 
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SUMMARY 

At the outset we wish to set forth in summary form the nature of 
this case and our approach to resolution of the fundamental issue. 
Basically we are confronted with the task of establishing the final sub- 
sidy mail rate for the international operations of C&S for the period 
November 1, 1946, through July 31, 1952. In determining the rate we 


must take into account the carrier's 
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needa! however, the amount of subsidy provided herein can not be keyed 
solely to the need of C&S' international operations but must be limited 
by the need of the carrier as a whole.» 

The over-all international mail rate period involved herein may 
be divided into two periods. The rate for the period November 1, 1946, 
through December 15, 1950, has already been decided on a past period 
basis, and, therefore it is unnecessary to re-examine the need for that 
period. Accordingly, in connection with that period, we are concerned 
solely with the question of the amount of excess earnings of C&S' 
domestic division available for offset against the mail pay requirements 


of the international’ operations. 6/ With respect to the period December 
16, 1950, through July 31, 1952, we have to determine both the mail pay 
need of the international operations and the amount of excess earnings 


from domestic operations available as an offset against such need. 
It has long been the Board's view that the mail pay need of a 


carrier is 


4/ Section 406(b) reads in pertinent part, "In determining the rate in 
each case, the Authority [ Board] shall take into consideration . . . the 
need of each such air carrier for compensation for the transportation of 
mail sufficient to insure the performance of such service, and, together 
with all other revenue of the air carrier, to enable such air carrier under 
honest, economical, and efficient management, to maintain and continue 
the development of air transportation to the extent and of the character 
and quality required for the commerce of the United States, the Postal 
Service, and the national defense." 
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5/ Delta Air Lines v. Summerfield, 347 U.S. 74, 79 (1954). 


———_—————— 
6/ Nor, in accordance with the Board's opinion in the Transatlantic 


Final Mail Rate Case (Order No. E-8672, September 29, 1954; Opinion 
and order on reconsideration, Order No. E-9282, June 7, 1955), are we 
re-examining the domestic operations for the period November 1, 1946, 
through December 31, 1947, for offset purposes because the rate for that 
period was established on a past period basis. Although the Board's 
decision in the Transatlantic case, not to redo rates already established 
on a past period basis concerned the offset question it is clear that the 
rationale of that decision is also applicable to our determination here 
not to redo the international mail rate the Board established some seven 
years ago on a past period basis. 
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comprised of the amount of mail pay required to meet its breakeven 
need from operations, incurred under honest, economical, and efficient 
management, together with such rate of return on the carrier's used 
and useful investment, after provision for income taxes, as is required 
to enable the carrier to maintain its financial integrity, attract capital 
and compensate its investors for the risks assumed, as well as develop 
to the extent required to meet the objectives of the Act. Our review of 
the record convinces us that a 10 percent rate of return for offset pur- 
poses and for the international operations from December 16, 1950, 
through July 31, 1952, completely fulfills C&S' mail pay need. 

Although we are not reviewing the mail pay requirements of the 
international operations for the period November 1, 1946, through 
December 15, 1950, or the domestic operations for the period November 
1, 1946, through December 31, 1947, we are satisfied that no injustice 
is thereby rendered C&S. By such course, we are effectuating the 
Board's previous findings covering those periods. Such findings when 
supplemented by the additional findings made herein concerning C&S' 
domestic operations for the period January 1, 1948, through July 31, 
1952, and the international operations from December 16, 1950, through 
July 31, 1952, produce a total mail pay of $4,878,000 for C&S' international 


operations for the total period involved - November 1, 1946, through July 
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31, 1952. We find that with this amount of mail pay C&S’ statutory 
"need" is met. 

We will now discuss in detail the issues presented to us for our 
determination. 

SCOPE OF REVIEW 

Delta asserts that the question for the Board to decide is whether 

C&s' 
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system earnings for the period November 1, 1946, through July 31, 1952, 
were reasonable. In this regard, the carrier maintains that the rate of 
return required by C&S must be determined on the basis of data covering 
a reasonably extended period, and in addition, such return must be applied 
over a reasonably extended period embracing at least the entire rate 
period involved. Delta urges that this is a requirement which we must 
follow if we are to act in conformance with the mandate of the Court of 
Appeals and establish a new rate for the rates set aside by the court's 
order.— 


Insofar as the offset of excessive domestic earnings is concerned, 


the principles governing the scope of review have already been established 
by the Board. Thus, as a result of the court decisions in this case and 
similar factual circumstances prevailing in the Transatlantic Final Mail 
Rate Case, the Board felt compelled to reopen the record in that case to 
reflect the rule of law propounded by the Courts, and in its order reopen- 
ing the record, after consideration of the court decisions, the Board laid 


down the ground 


‘/ In other words, it is Delta's position that whatever rate of return 
the Board finds was required by C&S must be applied to the entire open 
rate period, including the domestic operations for the period November 
1, 1946, through December 31, 1947, and the international operations for 
the period November 1, 1946, through December 15, 1950, although the 
rates for such periods have already been established on a past period 
basis predicated on the use of actual operating results. The question 
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raised by Delta is particularly pertinent to the Board's order of Septem- 
ber 6, 1956, (Order No. E-10593.) In that order it was indicated that 
there would be no re-examination of the mail pay requirements of C&S' 
international operations for the period November 1, 1946, through Decem- 
ber 15, 1950, but that the mail pay need for the period December 16, 1950, 
through July 31, 1952, would in the present phase of the proceeding be 
established on a past period basis using actual operating results. In 

his second Initial Decision, the Examiner indicated that he agreed with 
Delta's position, but, nevertheless, felt bound by the terms of the Board's 
order to limit the period for which the mail pay need would be reviewed 
and redetermined to the period December 16, 1950, cient July 31, 1952. 
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rules which would govern the reopened proceeding. 8/ The Board held 
that, with respect to those periods for which rates of a division had been 
established on a past period basis, there would be no further review. 
Thus, the Board found no basis to disregard the conclusions already 
reached and accepted by the parties, and permit the parties to relitigate 
the issues decided by the Board in earlier proceedings on the basis of 


actual operating results, where no prognostication was involved. 9/ 


This reasoning applies not only insofar as we are here concerned with 
a problem of offset of domestic earnings but also as regards the inter- 
national period from November 1, 1946, through December 15, 1950, 
for which the mail rate has already been established on a past period 
basis. 

Delta argues, in effect, that a distinction can be made here from 
the principle established in the Transatlantic Final Mail Rate Case. It 
urges that under the Administrative Procedure Act and the due process 
clause of the Fifth Amendment it is entitled to an Examiner's recommend- 
ation on the need of the carrier for the entire rate period involved; that 
the Board's order of September 6, 1956, was intended as no more than 
an indication that the Board did not wish to rehear questions relating to 
breakeven need or investment which had already been dealt with; and 
that the Board would reconsider the question of rate of return. 
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8/ Order No. E-8672, September 29, 1954; opinion and order on 
reconsideration, Order No. E-9282, June 7, 1955. 

9/ Regarding those periods for which rates had been established on 
a prospective basis, the Board held there would be a review for offset 
purposes, not to determine "whether the rate for that division should 
be raised or lowered", but "to see the extent to which the carrier, 
under honest, economical and efficient management, was able to produce 
earnings, a part of which could properly be considered as reducing the 
subsidy needed for other operations of the carrier." Order No. E-8672, 
at p. 7. 
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We find Delta's contentions unpersuasive. We can find no basis 
for Delta's apparent position that we can properly refuse to review 
matters relating to breakeven need or investment but must reconsider 
the matter of rate of return although already determined on a past 
period basis. Thus, breakeven need, investment, and rate of return 
are all involved in the determination of a carrier's "need" under Sec- 
tion 406(b) of the Act. If we have the power to determine in appropriate 
circumstances not to permit relitigation of issues relating to breakeven 
need and investment, as Delta apparently agrees, we see no obstacle 
preventing such power to extend to the matter of rate of return. 10/ 

At any rate, this matter was also directly dealt with in the reopened 
phase of the Transatlantic Final Mail Rate Case. There the Board found 
that an 8-year period, from 1946-1953, was long enough and representa- 
tive enough to determine "need". However, the rate of return held needed 
for offset purposes was only applied to those years during this 8-year 
period for which rates had been established on a future period basis; 


the rate of return previously determined on a past period basis was 


left undisturbed. i1/ The factual circumstances are almost identical 


here. As set forth in detail later in this opinion, we have used as much 
as 9 years of cost of capital data and have considered dom estic trunk- 
line earnings and C&S' own earnings from the beginning of operations 
under the Act through the rate period involved here. 
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10/ Moreover, we reject the carrier's contention that our inquiry is 
directed at whether experienced earnings were reasonable; our inquiry 
is directed at the statutory criterion of "need". In this connection, the 
Board said in the Reopened Transatlantic Final Mail Rate Case, "we 
obtain no guidance from the 'range of reasonableness' rationale in our 
endeavor to find 'need'". Order No. E-10117, March 23, 1956, p. 25, n. 31. 
11/ Order No. E-10117, March 23, 1956, p. 18, App. No. 2. 
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We find that the data used are from periods sufficiently long and rep- 


resentative to determine "need", and that the rate of return derived 
therefrom is properly applied only to those periods for which rates 
had been established on a future period basis. Moreover, the end result 
achieved — whereby C&S receives $4,878,000 in mail pay for its inter- 
national operations for the period November 1, 1946, through July 31, 
1952 — fully meets the carrier's "need" under the standards of the Act. 
Based on the foregoing, our approach in this case is as follows: 
We will not review those periods for which rates have already 
been established on a past period basis, i.e., the domestic operations 
for the period November 1, 1946, through December 31, 1947, and the 
international operations for the period November 1, 1946, through 
December 15, 1950. We will thus be effectuating as conclusive the 
findings and conclusions already made concerning these periods includ- 
ing those related to rate of return. We will review the domestic opera- 
tions for the period January 1, 1948, through July 31, 1952, conducted 
under final mail rates established on a prospective basis, in light of the 
statutory standards of "need" and "honest, economical, and efficient 
management" to ascertain whether such operations have produced mail 
pay in excess of "need". As regards the international operations for 
the period December 16, 1950, through July 31, 1952, the Board has, of 
course, already previously decided that such operations would be 


reviewed on a past period basis predicated on actual results. 
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OTHER ISSUES 
We now turn to the other issues submitted to the Board for decision. 
Rate of Return 
The most significant issue in this case is that of rate of return, The 


[ 2543] 

Examiner found that C&S needed a return of 10 percent on its domestic 
operations for the period January 1, 1948, through July 31, 1952, and that 
all earnings in excess of that rate should be used to reduce the mail pay 
need of the carrier's international division for such period. Similarly, 
he found that the international division required a 10 percent rate of 
return for the period December 16, 1950, through July 31, 1952, and that 
earnings in excess of that rate should be repaid to the Government. 

Delta claims that the Board must find that C&S did not experience 
any earnings in excess of its "need" and, therefore, no recapture of mail 
pay is justified. In support of its position, the carrier argues that C&S' 
system need for earnings must be determined for the period November 
1, 1946, through July 31, 1952, and that for such period C&S' "bare" 
cost of capital required a system return on investment of 14.39 percent, 
whereas the actual return on investment was 11.68 percent; and even if 
increased to reflect expense disallowances, the return was only 13.83 
percent. 

Bureau Counsel contends that the rates of return required by C&S 
are 8 percent for the domestic operations for the period January 1, 1948, 
through July 31, 1952, and 7 percent for the international operations for 
the period December 16, 1950, through July 31, 1952. The Postmaster 
General maintains that we are bound to abide by the same rates of return 
for the domestic operations as we had forecast when we originally estab- 
lished such rates. Following this approach, he arrives at the same rates 
of return contended for by Bureau Counsel except that for the period 
January 1, 1948, through September 30, 1951, the Postmaster General 


claims that the return on 
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investment for C&S' domestic operations should be 7.4 percent, 12/ 


In support of his position, 13/ne Postmaster General contends 
that the Board, in its 1951 decision refusing to offset excess earnings 
of C&S' domestic division against the mail pay requirements of the 
carrier's international division, acted on the premise that earnings 
in excess of a 7.4 percent return were available for offset. : Further, 
the Postmaster General contends that a redetermination of the need 


of the domestic division for offset purposes would violate the principle 


14/ 


laid down by the Supreme Court in the TWA case. — 


We cannot agree with the Postmaster General's position. We have 
found nothing in the Board's 1951 decision which purports to be a finding 
of fact as to the amount of domestic earnings in excess of Cas’ need; 
and later statements by the Board reflect the Board's understanding 
that it made no such determination in that decision, 22/ Furthermore, 
it is clear that at this stage of the proceeding, where actual results are 
available, the rate must be fixed on the basis of experienced need, not 
some hypothetical forecast : 


12/7 The 7.4 percent rate of return on investment was used as a basis 
for the rate in effect during the period January 1, 1948, through September 
30, 1951 (Chicago and Southern Air Lines, Inc., Mail Rates, 9 C.A.B. 786, 
812 (1948), and an 8 percent rate of return was used beginning October 1, 
1951, (Capital, C&S, Robinson, Final Mail Rates, 14 C.A.B, 1074, 1111 
(1951) ). 

13/ The Postmaster General's position in this case is the same taken 
in the Reopened Transatlantic Final Mail Rate Case. There it was un- 
necessary to pass on his theory because the result arrived at by the 
Board after a review of the carrier's operations in accordance with the 
principles heretofore outlined coincided with the result which would have 
been achieved if the Postmaster General's position had been adopted. 
Order No. E-10117, March 23, 1956, p. 24, n. 30. It is now appropriate, 
however, to treat with the Postmaster General's theory. 

14/ TWA v. Civil Aeronautics Board, 336 U.S. 601 (1949). 

15/ See, e.g., Delta Air Lines, Inc., Mail Rates, Latin American Opera- 
tions, Order No. E-7738, September 21, 1953, p. 6, n. 10. | 
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need, as the Postmaster General would have us do.28/ To determine 
now the rate of return required by C&S' domestic operations for the 
period January 1, 1948, through July 31, 1952, would not be inconsistent 
with the TWA case, for we would neither be lowering or raising the mail 
pay already established for such operations on a final rate basis. This 
was pointed out by the Board in the Transatlantic Final Mail Rate Case 
where it said, "[ W]e believe it is clear that a Board review of the opera- 
tions of one division of a carrier under final prospective rate, to deter- 
mine the extent to which that division has available ‘excess’ earnings to 
offset against the subsidy requirement of another division does not con- 
travene the Court's holding in the TWA case. 24/ 

The position taken by the Postmaster General is "the other side of 
the coin" as related to the discussion we have already had concerning 
Delta's position in this case. The carrier argued that, where rates had 
been established on a past period basis, the Board could determine not 
to permit relitigation of issues concerning breakeven need and invest- 
ment, but the Board had to entertain the rate of return issue again. The 
Postmaster General is contending that, where rates were established on 
a future period basis, the Board cannot redetermine the rate of return 
issue but must screen breakeven need and investment under the standards 
of honest, economical, and efficient management. We rejected Delta's 
claim that somehow in determining a carrier's need a distinction could 
be made between relitigating rate of return as opposed to breakeven need 
and investment, and for the reasons stated in our prior discussion we 
discard the identical argument of the 


16/7 Cf. Order No. E-10593, September 6, 1956. 
17/ Order No. E-8672, September 29, 1954, p. 7. 
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Postmaster General. Whether past or future period rates are concerned, 


breakeven need, investment, and rate of return are all elements going 
into the determination of a carrier's need. Accordingly, we will redeter- 
mine herein the rate of return required by C&S' domestic operations 
for the period January 1, 1948, through July 31, 1952, along with the 
other elements comprising the need of such operations for that period 
in order to ascertain the amount of excess earnings available for offset. 
We now turn to the merits of the rate of return issue, In the 
Transatlantic Final Mail Rate Case, 28/ the Board made a comprehensive 
review of the subject of rate of return in the airline industry. As guide- 
posts in its determination of the fair and reasonable rate of return required 
by the transatlantic operations of Pan American World Airways and Trans 
World Airlines, the Board considered in part what it believed to be a fair 
application of the "cost of capital" approach. The Board also took note 
of the historical earnings of the domestic trunkline industry from 1939 
through 1953 and the growth of the industry during that period. In addition, 
the Board considered its very conservative policy with respect to the 
periods over which the carriers were permitted to depreciate equipment. 
Finally, the Board considered the past experience of Pan American and 
TWA and the outlook for the future development of the carriers, and, 
in light of all the foregoing factors, relied upon its judgment as to the 
over-all rate of return required by Pan American and TWA under honest, 
economical, and efficient management to maintain and develop the air 
transportation enterprises for which they held certificates of public 


convenience and necessity. 


187 Order No. E-8833, December 20, 1954. 
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We have followed this basic approach here and have determined 
C&Ss' rate of return on a system basis. Our conclusion is that, as found 
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by the Examiner, C&S required a 10 percent rate of return which we 
have applied to its domestic operations for the period January 1, 1948, 
through July 31, 1952, and to its international operations for the period 
December 16, 1950, through July 31, 1952. Since the grounds upon 
which we have arrived at this determination differ in some respects 
from those set forth by the Examiner, we will discuss the bases for 
our conclusion in some detail. 

1. Cost of capital. It should be noted at the outset that determina- 
tion of the cost of capital depends in large part upon the application of 
judgment evaluations. For this reason, the Board in the Transatlantic 
Final Mail Rate Case emphasized that "cost of capital” was only one of 
the elements upon which its conclusions as to the proper rate of return 
were based because, "As will be manifest hereinafter, the techniques of 
constructing the 'cost of capital' are complex and necessarily involve 
large elements of judgment. Therefore, the results obtained are at 
best a guide to the proper rate of return rather than an automatic solu- 


tion to the problems posed.” 22 


We have followed the traditional approach to the cost of capital, 
based on a separate determination of the cost of debt and equity capital, 
as well as the appropriate capital structure to be used in the cost of 
capital computation. Our findings and conclusions in this regard are 
as follows: 

a. Cost of debt. We adopt the Examiner's finding that 3.5 percent, 
the approximate average interest rate for the trunkline carriers, should 


be the rate of return on debt. No party has taken specific exception to the 


19/ Order No. E-8833, December 20, 1954, pp. 89-90. 
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Examiner's finding and we find such rate representative of the cost of 
debt capital. 
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b. Cost of equity. Ascertaining the rate of return on equity is a 
much more complex problem. Here there is nothing precise such as an 
interest rate to adopt as a standard. The inquiry is directed in large 
part at determining the appropriate earnings-price ratios to be used. 

Bureau Counsel argues that the rate of return on equity should be 
based on the average earnings-price ratio of 11.47 percent developed by 
the Big Four carriers during the period 1949 through June 30, 1954. 
Bureau Counsel asserts that these years were selected because of the 
relative stability of the industry, and because it was during these years 
that the industry attained comparative maturity. It is also contended by 
Bureau Counsel that the Big Four data are not free from distortion because 
the 1949-1954 period was the high-water mark in the Big Four earnings- 
price ratios. But, as indicated, this distortion works in cas’ favor. 

The Examiner rejected the Big Four earnings-price ratios in favor 
of the higher - 14.61 percent - average of seven intermediate-size car- 
riers.2°/ The Examiner concluded that "the measure of the cost of 
common-stock equity by the use of the Big Four earnings/price ratios 
must be held inappropriate for the purposes of this proceeding because 
the varied differences between the size, strength, and stability of the Big 
Four carriers as compared to that of the smaller carriers preclude valid 
conclusions as to the cost of capital of the latter solely on the experience 


of the Big Four in this respect." 22/ 


20/ The seven carriers are Braniff, Capital, C&S, Continental, Delta, 
Mid-Continent and National. 
21/ Initial Decision of December 16, 1955, p. 48. 
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Bureau Counsel insists that the earnings-price ratios for the inter- 
mediate-size carriers are inflated and too statistically infirm to be relied 
upon for the purpose of establishing a rate of return. He points out that 
the earnings of the intermediate-size carriers were not only at their peak 
during the 1948-54 period, but they included a very high proportion of 
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capital gains which no reasonable investor would have regarded as 
normal revenues. Hence, while only 1.67 percent of the Big Four's net 
earnings consisted of gains from retirement of flight equipment (on a 
weighted average basis), 34.96 percent of the intermediate-size carrier 
earnings were of this nature. Moreover, Bureau Counsel claims that 
their lack of homogeneity is another reason they cannot be used. Thus, 
during the period 1949 through 1954 the Big Four average earnings-price 
ratios ranged from a low of 6.92 to a high of 13.45 percent, or a spread 
of 6.53 percentage points, while the intermediate-size carriers generated 
ratios ranging from 8.17 to 26.29 percent, or a spread of 18.12 percentage 
poinesto! 

Based on an examination of the record there appears to be no ready 
answer to the question of whether the earnings-price ratios of the inter- 
mediate-size or the Big Four carriers should be used. We start with 
the premise that the earnings-price ratios of carriers of comparable 
size and characteristics to C&S are a more reliable basis upon which 
to draw conclusions as to the rate of return required by C&S than the 
earnings-price ratios of non-comparable carriers; and the fact that the 
intermediate-size carriers 


227 As shown in Appendix C, based on Delta's exhibits, the range for 


the intermediate-size carriers is from 9.16 to 21.25 percent, or a spread 
of 12.09 percentage points. No party has indicated that the numerical 
difference in these earnings-price ratios derivations is material to the 
outcome of this proceeding. Accordingly, we will not attempt to resolve 
these differences in data. 
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are much more comparable to C&S in terms of size, cost, and other 
operating and financial characteristics than the Big Four is unchallenged. 
The evidence shows that, for the period 1949 through 1954 the average 
earnings-price ratio of the common stocks of the intermediate-size car- 
riers was 14.61 percent whereas the average ratio for the Big Four car- 
riers for the same period was 11.47 percent (see Appendix C). Moreover, 
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the data for the years 1949 through 1954 show that in each year the 
average earnings-price ratios for the intermediate-size carriers was 
higher than that for the Big Four carriers. Such data appear to reflect 
the investor's appraisal that the intermediate-size carriers required 
relatively higher earnings than the Big Four carriers in order to 
attract investment in their common stock. 


However, there is no gainsaying the fact that the earnings-price 


ratios of the intermediate-size carriers lack homogeneity and are 
inflated by capital gains, which the informed investor tends to discount 
in his appraisal of a carrier's stock. While we cannot determine from 
this record the mathematical extent to which such gains inflate the 
earnings-price ratios, because it is not possible to determine the degree 
by which the market prices were influenced by such gains, these factors 
cause serious doubt as to the validity of conclusions derived from use of 
the earnings-price ratios of the intermediate-size carriers. 

On the other hand, it is clear that the earnings-price ratios of the 
Big Four carriers are, in the abstract, the most homogeneous and statis- 
tically firm data in the record. Furthermore, the Big Four represent 
the dominant group in the domestic airline industry in terms of opera- 
tions and capital requirements, and yield the most complete information 
concerning the question of cost of capital. 
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Accordingly, on balance, we have decided that it is desirable to 


use both intermediate-size carrier and Big Four earnings-price ratios 

in arriving at a cost of capital for C&S. Moreover, we will not only use 
the earnings-price ratios of the intermediate-size carriers as derived 
from their total earnings but we shall calculate the earnings-price ratios 
for such carriers excluding net retirement gains and losses. Since there 
are sO many judgment factors involved in the determination of cost of 
capital, we believe that derivation of the cost of capital on the three bases 
indicated, will afford us the best foundation to assess informatively the 
cost of capital needed by C&S. } 
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c. Capital structure. We also agree with the Examiner's conclu- 
sion that C&S" own capital structure which averaged 95 percent equity, 
should not be used in the cost of capital computation. 

In the approximately 20 years that the Board has engaged in rate- 
making under the Act, it has never applied the differentiated rate of 
return concept except to a limited extent in one case — the Capital 


Airlines case of 1949, 2% In that case, because the carrier's capital 


was virtually entirely debt, the Board provided a lower than usual rate 
of return, in recognition, inter alia, of the fact that almost the entire 
capital costs of the carrier were represented by relatively low interest 
rates. 

Both the Capital case and this case concern the determination of 
the carrier’s "need" for mail pay. Just as the Board met Capital's need 
by providing it with a lower than usual rate of return because of the 
composition of the carrier's capital structure, we are satisfied, in view 
of the facts 


33/ Capital Airlines, Inc., Mail Rates, 10 C.A.B. 705, 724-725, 736 
(1949). 
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of record here, that our determination to provide C&S with a higher than 
usual rate of return furnishes that carrier with its "need" taking into 
account its peculiar capital structure, albeit we have for the reasons 
elaborated on below not used C&S’ capital structure in the cost of 
Capital computation. 

We are aware that many public utility commissions follow the 
practice of using the actual capital composition of the utility for which 
rates are being fixed in the cost of capital computation. However, we 
cannot conclude that it would be appropriate to use C&S' own capital 
structure during the periods involved here. The airline industry, at 
least through the period involved here, had not attained the stability, 
characteristic of gas, electric, and other typical utilities, which would 
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justify use of C&S' own capital structure. The lack of stability in airline 
capital structures and the lack of homogeneity in the earnings-price 
ratios in the record before us indicate that reliance cannot be placed 
on data of individual carriers as producing a significant result in terms 
of accurately depicting the investors' requirements. Rather, average 
earnings-price ratios of comparable carriers applied to their average 
capital structures appear to produce the most meaningful reflection of 
C&S' common stock earnings requirements, : 

The entire subject of a differentiated rate of return was thoroughly 
reviewed in the Transatlantic Final Mail Rate Case, 24/ The Board con- 
cluded there that airline capital structure had not reached the degree of 
stability which would warrant application of a differentiated rate of return. 
Moreover, the Board found (and the evidence in this case is to the same 
effect) that 


247 Order No. E-8833, December 20, 1954. 
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the debt-equity ratio influences the common-stock earnings-price ratios.22/ 


Although this influence cannot be quantitatively measured it is clear that 

it exists. Thus, where a carrier has a capital structure consisting almost 
entirely of equity, the investor's decision regarding its stock is influenced 
by the fact that the common stock has substantially the sole claim to earn- 
ings; in years of low earnings his equity interest will not be jeopardized 
by large fixed charges required to service debt; in years of high earnings, 
the return on his investment will not be increased by leverage as ina 
company with a large portion of its investment and earning power attribut- 
able to lower cost debt. In view of the relationship between the debt-equity 
ratio and the common-stock earnings-price ratios, the me re fact that 
C&S' capital structure with its unusually high equity component is so 


atypical 20/ in comparison with that of the intermediate-size carriers 


indicates that using this atypical capital structure together with average 
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earnings-price ratios developed from carriers having a different capital 
composition would produce a meaningless result. 20/ 

Delta claims there are three fundamental reasons why C&S' own 
average capital structure for the period November 1, 1946, through July 


31, 1952, 


25/ Id. at p. 94; Supplemental Opinion on Reconsideration, Order No. 
E-9530, August 30, 1955, p. 34. 

26/ It should be noted that C&S" historical capital structure would 
show a higher ratio of debt than the 5 percent for the period involved 
herein. 

27/ It might be pointed out that while Delta strongly supports use of 
C&S' own capital structure, it also firmly advocates use of the group 
earnings-price ratios (even though C&S' own earnings-price ratios are 
higher than the average for the intermediate-size carriers) as "a more 
reliable index of the’ cost of equity of the subject carrier." It then goes 
on to claim that the use of class earnings-price ratios is largely unrelated 
to the use of class capital structure. However, the carrier does not indi- 
cate what evidence of record would support this claim. 
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should be used rather than the average capital structures of the inter- 
mediate-size carriers. First, it argues that as shown in its exhibit DLR- 
1130, page 10 (Revised), applying what Delta has calculated as C&S' needed 
return on equity - 14.96 percent - to the average capitalization of the inter- 
mediate-size carriers used by the Examiner (approximately 40 percent 
debt and 60 percent equity), results in a return on equity investment of 
10.82 percent which is less than C&S needed. Second, Delta argues that 
it would be grossly unfair for the Board to impose on C&S a hypothetical 
capital structure containing a greater percentage of debt than it actually 
had, in view of the Board's policy encouraging C&S and other carriers 
to achieve a capital structure composed almost entirely of equity. 22/ 
Finally, Delta argues that the reason given in the Transatlantic Final 
Mail Rate Case for declining to base a future rate on the actual capitaliza- 
tion of the carrier for which the rates are being fixed — that the instability 
of such capitalizations would render any rate of return based thereon 
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meaningless -- is inapplicable here because this case is concerned with 
a fixed period, past in time, with no opportunity for a shift in capitali- 
zation and during which C&S operated under closed future rates. 

Delta's arguments are not persuasive. Even when dealing with 
past periods we are not bound to take actual results as final without in- 
quiry as to their reasonableness and representativeness. Thus, although 

“C&S' capital structure for the period involved is fixed, the basic question 


38/7 The carrier cites such cases as Trans World Airlines, Inc., 
Further Control by Hughes Tool Company, 12 C.A.B. 192, 219 (1950), 
and New York Airways, Inc., Mail Rates, (Provisional Statement) 
Order No. E-9165, March 15, 1954, (Final Order) Order No. E-8205, 
March 31, 1954. 
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is whether use of such structure would produce a meaningful result. 


We have found nothing in the record before us which would justify 
a departure from the conclusion that use of an individual carrier's cap- 
ital structure at the stage of development of the airline industry pre- 
vailing during the period involved in the instant proceeding | is not 
appropriate. The principal fallacy in Delta's reasoning is that it as- 
sumes a mere mathematical computation of earnings-price ratios ap- 
plied to C&S' capital structure is conclusive evidence of ces’ earnings 
requirements. Our prior discussion shows that a pure mathematical 
approach offers no automatic solution in view of the distortions in the 
data used and the many judgment decisions involved in the use of the 
data. Indeed, Delta's own witness testified, "I don't think financing 
operates on mathematical principles, as would be the case! if you could 
consider a given set of circumstances such as you suggest and then de- 
rive from that anticipated effect on earnings/price ratios", Further- 
more, under Delta's predicate, C&S' earnings for the period were 
actually inadequate. Yet, in view of C&S' ability to raise capital and 
do without borrowing, the exceptionally low interest rate demanded of 
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C&S when it did turn to borrowed capital, and the magnificent develop- 
ment achieved by the carrier as shown on pages 27-28, infra, it would 
be completely unreasonable to conclude that C&S' earnings were inade- 
quate. Thus, Delta’s contention that C&S needed a return on equity of 
14.96 percent must fall, as does its argument that C&S' capital struc- 
ture must be used in the cost of capital computation. Consequently, we 
have concluded that the most reliable result would be produced by the 
use of average data, which tend to minimize the distorting effect of ex- 
tremes in the available data. Therefore, we have determined that we 


will not use C&S’ own capital structure in computing cost 
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of capital. 
While the Board has encouraged high equity capitalization in order 
to assure financial stability, such policy in no way requires that we use 
a differentiated rate of return for the reasons already discussed. For 


example, in the New York Airways, supra, and Pan American2?/ cases 


cited by Delta, although the Board indicated its approval of successful 

equity financing (and in the case of New York Airways the average debt 
approximated that ‘of C&S), it did not apply a differentiated rate of re- 

turn in determining the rate of return. 

As a matter of fact, the record indicates that a carrier with a 
very high equity ratio such as C&S would tend to have a lower cost of 
debt and equity capital than a carrier with substantially more debt. 
Thus, C&S’ average interest expense during the period involved was 
2.5 percent whereas the average for the trunkline industry was 3.5 
percent. As regards common stock, Delta's witness testified that such 
stock would be more attractive to the investor if securities having a 
prior claim on earnings were not too great a proportion of the captial 
structure. 

Based on the foregoing, we find that use of average capital com- 
position is appropriate under the circumstances of this case. However, 
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it should be noted that although for the reasons given we do not believe 


it appropriate to use C&S' own capital structure in the actual computa- 
tion of the cost of capital this does not mean that we believe no weight 
should be accorded C&S' high equity ratio. We are fully cognizant that 
equity capital is more costly than 


29/7 Pan American Airways, Inc., Transatlantic Mail Rates, 
8 C.A.B. 267, 285 (1947). 
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debt, and, moreover, in view of the volatile nature of the air trans- 
portation industry to date, sound financing of capital asset expansion 
encourages the heavy use of equity capital. Therefore, one of the fac- 
tors which we shall take into account in arriving at our determination 
of the fair and reasonable rate of return by C&S is the very high ratio 
of equity in the carrier's capital structure. 

d. Flotation costs and international risk. Other factors bearing 
on the cost of capital are flotation costs and the additional risk of inter- 
national operations. We agree with the Examiner that, in connection 
with the use of intermediate-size carrier data, and on the basis of the 
evidence of record, flotation costs should be provided at 9 percent 
rather than the 8 percent advocated by Bureau Counsel. Where Big Four 
data are used, we shall provide for flotation costs at 8 percent. 

Delta claims, in addition, that an allowance of . 28 percent must 
be made for the additional risk of international operations. Since the 
cost of capital study is based on system data, the . 28 percent is predi- 
cated on the established allowance of one percent for international 
operations=+/ adjusted to reflect the percentage of C&S' total invest- 
ment assigned to international operations. Delta's computation of this 
allowance is based on the concept that the risks of international opera- 
tions extended over the entire rate period from November 1, 1946, 
through July 31, 1952. However, the international rate for the period 
November 1, 1946, through December 15, 1950, was established on a 
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past period basis with the risks of such operations shifted to the 


30/ Transatlantic Final Mail Rate Case, Order No. E-8833, Decem- 
per 20, 1954, p. 92. The Examiner made no provision for the additional 
risk of international operations in the instant case. 
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Government for such period. Accordingly, we shall make provision for 
the international risk only for the approximately 20-months period from 
December 16, 1950, through July 31, 1952. 31/ On this basis the pro- 
vision for international risk is . 10 percent. 

e. Determination of cost of capital. The remaining question con- 
cerning cost of capital is the period of time to be used in computing such 
cost. The Postmaster General argues against the use of data from a 
relatively short period to determine the cost of capital. Pointing to the 
substantial fluctuations in earnings-price ratios, the Postmaster Gen- 
eral claims that the use of data derived from a longer period of time 
would produce a more reasonable rate of return, and submits that the 
period 1941-1954 should be used. 

We do not agree. Our problem is to determine the investor's re- 
quirements in terms of earnings for the period roughly from 1948 
through 1952. We do not see how earnings-price ratios of the unrepre- 
sentative World War II years are indicative of the investors’ appraisal 
of C&S during the period under review here. 

Since there is no precise measure of C&S' cost of capital, we 
have attempted to ascertain the approximate cost of capital by deriving 
such cost for several periods which are sufficiently long to be representa- 
tive and are related to the period under review. In order to obtain a fair 
sampling, we have used five periods, in each case beginning with the 
year 1948, with the closing year increasing from 1952 to 1956. Fur- 
thermore, we have used three different bases. First, we have used the 
data for the intermediate-size 


31/7 See also discussion on pp. 38 [2571] - 40 [2573], infra. 
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carriers without adjustment for capital gains. On this basis we have 
derived cost of capital requirements ranging from 9. 183 percent to 
10.653 percent. (For details see Appendixes D, E, F, G, and H). 
However, the cost of capital derived on this basis tend to be inflated 
by the large amounts of retirement gains which affect the earnings- 
price ratios. Accordingly, we have also calculated the cost of capital 
for these years excluding net capital gains and losses on flight equip- 
ment. On this basis we derive rates of return ranging from 8.146 per- 
cent to 8.955 percent. (The details are in Appendix I). Asa further 
test, we have computed the cost of capital based on Big Four data for 
the years 1949-1953, 1949-1954, 1949-1955, and 1949- 1956. — 2/ The 
Big Four data produce rates of return which range from 8. 387 percent 
to 8.567 percent. (The details are in Appendixes J, K, L, and M). 

Thus, excluding retirement gains from the earnings-price ratios 
produces more homogeneous results in the use of the intermediate-size 
carrier data. Moreover, on such basis the cost of capital derived is 
very much in line with that yielded by use of Big Four data, and the 
highest rate of return produced is somewhat less than 9 percent. 

Taking all the foregoing bases into account, we have rates of re- 
turn ranging from 8.146 percent to 10. 653 percent. While these figures 
are indicative of the approximate range of the rate of return needed by 
C&S solely from the standpoint of a cost of capital study, from the size 
of the range we conclude that the determination of rate of return cannot 
be predicated 


32/7 The year 1948 was not used for the Big Four because in that 
year three of those carriers had negative earnings- price ratios which 


would unduly distort any calculations using that year. 
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solely on a mathematical product of cost of capital but must involve 
other considerations as well. We shall, therefore, now turn to the 
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past period basis with the risks of such operations shifted to the 


30/ Transatlantic Final Mail Rate Case, Order No. E-8833, Decem- 
per 20, 1954, p. 95. The Examiner made no provision for the additional 
risk of international operations in the instant case. 
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Government for such period. Accordingly, we shall make provision for 
the international risk only for the approximately 20-months period from 
December 16, 1950, through July 31, 1952. 32/ On this basis the pro- 
vision for international risk is . 10 percent. 

e. Determination of cost of capital. The remaining question con- 
cerning cost of capital is the period of time to be used in computing such 
cost. The Postmaster General argues against the use of data from a 
relatively short period to determine the cost of capital. Pointing to the 


substantial fluctuations in earnings-price ratios, the Postmaster Gen- 


eral claims that the use of data derived from a longer period of time 
would produce a more reasonable rate of return, and submits that the 
period 1941-1954 should be used. 

We do not agree. Our problem is to determine the investor's re- 
quirements in terms of earnings for the period roughly from 1948 
through 1952. We do not see how earnings-price ratios of the unrepre- 
sentative World War II years are indicative of the investors’ appraisal 
of C&S during the period under review here. 

Since there is no precise measure of C&S' cost of capital, we 
have attempted to ascertain the approximate cost of capital by deriving 
such cost for several periods which are sufficiently long to be representa- 
tive and are related to the period under review. In order to obtain a fair 
sampling, we have used five periods, in each case beginning with the 
year 1948, with the closing year increasing from 1952 to 1956. Fur- 
thermore, we have used three different bases. First, we have used the 
data for the intermediate-size 


317 See also discussion on pp. 38 [2571] - 40 [2573], infra. 
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carriers without adjustment for capital gains. On this basis we have 
derived cost of capital requirements ranging from 9.183 percent to 
10. 653 percent. (For details see Appendixes D, E, F, G, and BH). 
However, the cost of capital derived on this basis tend to be inflated 
by the large amounts of retirement gains which affect the earnings- 
price ratios. Accordingly, we have also calculated the cost of capital 
for these years excluding net capital gains and losses on flight equip- 
ment. On this basis we derive rates of return ranging from 8.146 per- 
cent to 8.955 percent. (The details are in Appendix I). As a further 
test, we have computed the cost of capital based on Big Four data for 
the years 1949-1953, 1949-1954, 1949-1955, and 1949- 1956. s/ The 
Big Four data produce rates of return which range from 8. 387 percent 
to 8.567 percent. (The details are in Appendixes J, K, L, and M). 

Thus, excluding retirement gains from the earnings-price ratios 
produces more homogeneous results in the use of the intermediate-size 
carrier data. Moreover, on such basis the cost of capital derived is 
very much in line with that yielded by use of Big Four data, and the 
highest rate of return produced is somewhat less than 9 percent. 

Taking all the foregoing bases into account, we have rates of re- 
turn ranging from 8.146 percent to 10. 653 percent. While these figures 
are indicative of the approximate range of the rate of return needed by 
C&S solely from the standpoint of a cost of capital study, from the size 
of the range we conclude that the determination of rate of return cannot 


be predicated 


32/ The year 1948 was not used for the Big Four because in that 
year three of those carriers had negative earnings-price ratios which 
would unduly distort any calculations using that year. 
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solely on a mathematical product of cost of capital but must involve 


other considerations as well. We shall, therefore, now turn to the 
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other considerations which must be taken into account in resolving the 


rate of return issue. 


2. Industry and C&S historical experience. Both the industry's 


and C&$' historical financial and operating growth are relevant to the 
question of the rate of return on investment needed by C&S to achieve 
the developmental purposes of the Act. In the Transatlantic Final Mail 
Rate Case, 33/ the Board took "note of the fact that the domestic trunk- 
line industry reported earnings of 8.6 percent on investment from 1939 
to 1953, and under these earnings the carriers have flourished. Since 
1939, there has been tremendous growth in the airline industry in terms 
of capacity and traffic. It has shown a steady improvement in safety, 
speed, equipment reliability and in general service to the public. De- 
spite inflation, the increasing efficiency of the industry has enabled it 
to provide transportation at relatively low charges to the public, and as 
a result, patronage of air transportation services has constantly grown." 
The Board further said, "Except for short periods where carriers have 
been involved in strikes, or where there has been a serious question as 
to general operating efficiency, there is no evidence as to any inability 
on the part of the trunkline industry generally, or of PAA and TWA in * 
particular, to obtain necessary financing for replacement or expansion 
needs. "’ 

Turning to C&S' own system experience we find that for the peri- 
od July 1, 1938, through December 31, 1946, C&S" return on invest- 
ment as reported was only 2.62 percent. Yet, during this period its 
investment rose from the 1939 base of $477, 000 to $3, 583, 000 for 1946. 
Similarly, stockholder equity rose from the 1939 base of $127, 000 to 
$3, 004, 000 in 1946. Moreover, after World 


33/7 Order No. £-8833, December 20, 1954, pp. 87-88. 
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War II C&S was able to add DC-4 aircraft to its fleet and by 1952 had 
replaced the DC-4 aircraft with Constellation airplanes. For the entire 
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period July 1, 1938, through July 31, 1952, the carrier's system re- 
ported rate of return averaged 9.9 percent. C&S' sale price on May 1, 
1953, was $10, 695, 846 (more than $2, 750, 000 in excess of book a Se 

The foregoing indicate that the domestic trunkline industry asa 
whole, from the time it became subject to regulation under the Act, was 
able to achieve great development at a return on investment of less than 
9 percent, and that C&S, one of the smaller trunkline carriers, was able 
to experience tremendous expansion and financial gain over this period 
at a system return on investment of approximately 10 percent. 

3. Board's depreciation policy. Another factor which we must 
consider in determining the rate of return required by C&S to meet its 
need is the conservative policy deliberately adopted by the Board with 
regard to the periods over which carriers are permitted to depreciate 
Caipmentees The relatively short period of time over which the 
Board has allowed the industry to recoup the cost of its equipment 
through depreciation charges was designed to provide the maximum 
protection against loss on disposition of equipment consistent with the 
over-all public interest. While this depreciation policy cannot be quan- 
titatively evaluated in terms of effect on rate of return, there is no 
doubt that is has contributed to the financial strength of the carriers’ 


34/ Thus, if at the time of the Delta-C&S merger negotiations it 
were known that C&S had to return $1, 795, 000 to the Government, as 
decided herein, and this amount were subtracted from the sale price, 
C&S still would have been able to dispose of its business at approxi- 
mately $955, 000 in excess of book value (all other things being equal). 

35/ This factor was also found relevant to the rate of return inquiry 
in the Transatlantic Final Mail Rate Case, Order No. E-8833, Decem- 
ber 20, » Pp. 88- 
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balance sheets, and thereby has been of tremendous assistance both in 


obtaining the financing required to underwrite the price of new equip- 
ment and in securing such financing at relatively low cost. 
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The importance of this factor in appraising C&S' financial re- 
quirements is reflected in the written testimony of Mr. Woolman, 
President and General Manager of Delta, concerning the circumstances 
surrounding the merger of Delta and C&S. Mr. Woolman points out 
that in negotiating the merger, Delta relied heavily on C&S' physical 
assets, including the fact that C&S" flight equipment had a market value 
well in excess of book yalne.= In fact, after the merger Delta sold 
aircraft acquired from C&S at a profit of $5, 782, 000 before taxes, or 
$4, 336, 000 after taxes. The foregoing is indicative of the affect of 
the Board's conservative depreciation policies both on the need for 
long-term capital and on the cost of such capital as should be needed. 

4. Other considerations. Certain other considerations urged 
upon us by Delta warrant comment. The carrier argues that the level 
of earnings must be treated over a reasonably extended period of time. 
Thus, in effect, the low earnings of bad years would be compensated 
to afford fair and reasonable earnings over the long run. The Examiner 
concluded that this approach was supported by the Board's opinion in 


the General Passenger-Fare Investigation. ot He recognized that this 
principle was rej ected by the Board in the Re-opened Transatlantic 
Final Mail Rate Case®2/ put claimed that the facts of 


36/ See also Delta-Chicago and Southern Merger Case, 16 C.A.B. 
647, 697 (1952). 

37/17 C.A.B. 230 (1953). 

38/ Order No. E-10117, March 23, 1956. 
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record here dictate a different conclusion. In justification, he pointed 
out that C&S had a considerably worse earnings record prior to the 
beginning of the period involved herein than Pan American and TWA, 
and also found that even if a limited period is adopted, the system need _ 
of the carrier must be met. pitt 
Delta's argument must be rejected, for it is so well-established 
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as to be axiomatic that the Board in establishing mail rates does not 
make up past inadequacies in earnings. The leading case involved 


C&S— -- the very carrier whose mail rates are now before us for 
determination. In that case, decided in 1943, C&S had filed a motion 
requesting that the effective date of a mail rate proposed in a show 


cause order be postponed until such time as the carrier had accumu- 
lated earnings (1) equivalent to a reasonable return on investment from 
the beginning of its operations in 1933 until the effective date of the new 
rate, and (2) sufficient to enable rapid post-war expansion, The Board 
denied C&S' request saying: 40/ 

"That the respondent's need for the current and icnture period 
is to be properly measured by a rate calculated to raise its his- 
torical earnings from the beginning of its operations from a little 
less than 8 percent annually, which has been actually realized to 
date, to 10 percent on respondent's average investment since the 
beginning of its operations, requires more than simple assertion 
to give it validity. The carrier offered no support in law or in 
economics for the proposition advanced. While the financial his- 
tory of the air carrier industry as a whole is certainly a factor 
to be considered in determining the amount of return which air 
carriers need in order to secure capital for future development, 
and the financial history of a particular carrier is pertinent to 
the consideration of the earnings which it requires to insure a 
sound credit position, it does not follow that a carrier requires 
a rate sufficient to enable it to show the equivalent of a historical 
profit of 10 percent annually on its average investment for the 
entire period of its 


30/7 Chicago and Southern Air Lines, Inc., Mail Rates, 1943, 
4C.A.B. 41 xe] (1943). 


40/ Id. at 420-421. : 
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operating history as a necessary condition to its ability to raise 

needed capital funds in the future. The mail rate provisions of 

the Civil Aeronautics Act do not call for what would be in effect a 

revision of historical earnings so as to reimburse the carrier for 

inadequate profits received in the past; those provisions require 
the establishment of present and future rates which will enable 
the carrier under honest, economical, and efficient management 
to discharge its public service obligations as specified by the Act. 

The statutory policy is not remedial of past inadequacies; it is 

instrumental of present and future accomplishment." 

This has been the Board policy in mail rate cases throughout the 
years and was recently followed in the Reopened Transatlantic Final 
Mail Rate Case. As the Board there fee / 

"To go all the way back to 1938 in establishing rates in this 
proceeding would exceed all reasonable bounds of establishing a 
representative period or a cycle, and would obviously be contrary 
to the substantial economic changes in air transportation affecting 
these carriers. To take in profits or make up losses in years 
prior to the time the rates were challenged would be equally in- 
appropriate. Our opinion in the 1944 [sic] Chicago and Southern 
Case on a similar plea established our interpretation of Section 
406 of the Act..." 

We see no distinguishing factor in that C&S may have had less favorable 
earnings than did Pan American and TWA prior to the review period. 
The principle that past losses will not be made up in future rates is 


certainly not controlled by the size of the previous inadequacies. <2 


Moreover, we find the rate period involved herein sufficiently long and 
representative upon which to predicate our rate-making findings, and 
the rate provided herein fully meets C&S' "need". 

Delta, however, contends that the Board must have had the car- 
rier’s long-term approach in mind when it allowed the international 
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future rate to remain 


41/7 Order No. E-10117, March 23, 1956, p. 18. 

43/ Moreover, it would be obviously improper to underwrite past 
inadequacies in earnings to the extent the inadequacies are a result of 
failure to meet the statutory standards of "honest, economical, and 
efficient management". 
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in effect through July 31, 1952, and the domestic future rate through 


September 30, 1951. This very argument was rejected by the Board in 
the Reopened Transatlantic Final Mail Rate Case where it said, "Any 
such inference from our inaction is not valid, especially in the face of 
our numerous decisions during the same period finding the 8% and 10% 
returns to be reasonable. As Bureau Counsel has pointed out, the 
Board's determination not to reopen a rate is necessarily prospective -- 
a judgment that a rate which may have produced excessive earnings in 
the recent past will not do so in the future. That this judgment may 
have in some instances proved to be imperfect does not permit the in- 
ference that the return subsequently earned was deemed reasonable". zd 
For these reasons we find Delta's contention lacks merit. 

Delta further contends that C&S' rate of return must be determined 
in the light of other enterprises having a similar risk factor. It points 
to the average return on stockholder equity of 15. 36 percent earned by 
four comparable carriers in the five-year period ended September 30, 
1952, as proof that C&S required all its earnings. But this contention 
must fall, for the Board has consistently held that the earnings of other 
carriers are not a measure of need. 42/ They are not a measure of 
need because the mere fact that earnings of specific carriers are ata 
given level is not proof that such level of earnings is needed to foster 
the developmental purposes of the Act. Moreover, the question we 


must answer is what is C&S' "need", not what is the "need" of other 


carriers. It is clear from the evidence of 


43/ Order No. E-10117, March 23, 1956, pp. 21-22. 
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44/ Id. at 21, n. 26. See also Continental Air Lines, Inc., Mail 
Rates, 6C.A.B. 97, 104 (1944); Chicago and Southern Air Lines, Inc., 
Mail Rates, 1943, 4C.A.B. 419, 421 (1943). 
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record herein that with the mail pay awarded herein C&S' need” is 
completely fulfilled. 

Delta also claims that weight should be accorded the earnings of 
motor carriers of passengers and property on the ground that the in- 
vestment and profit characteristics of the motor carriers are quite 
similar. The Examiner agreed and dismissed the fact that the airlines 
are entitled to subsidy as a distinguishing factor on the basis that the 
administration of the mail pay provisions of the Civil Aeronautics Act 
has failed to provide adequate annual rates of return to a number of 
carriers. 

On the record before us, we must reject use of the earnings of 
the motor carrier industry as a basis for determining C&S’ earnings. 


Prima facie we believe the subsidy features of the Act serve to differ- 


entiate between the earnings requirements of the airlines and those of 
motor carriers. There is nothing in the record which overcomes this 
distinguishing factor; indeed, the record neither establishes the com- 
parability of truck and bus operators to airlines in cost of capital re- 
quirements nor does it show that the earnings reported by the motor 
carriers were needed by them. In contending that the administration of 
the Civil Aeronautics Act has failed to provide some carriers with ade- 
quate returns on investment, the Examiner has not given adequate weight 
to the fact that the Act requires the Board to underwrite with subsidy 
mail pay only such operations as are conducted under "honest, economi- 
cal, and efficient management", and that the lower earnings reported by 
some carriers are owing to their failure to meet these criteria. 

Nor do we think weight can be placed on the earnings of subsidized 
steamship companies in determining C&S' "need". Steamship subsidy 
is not 
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awarded on the basis of the Section 406 concept of "need"; steamship 
company profits are computed somewhat differently from those of air- 
lines; and a part of the steamship company profits are subject to re- 
capture pursuant to specific statutory provisions. — 

Delta also argues that all of C&S' earnings were needed to foster 
the development of air transportation. Delta points to the fact that the 
Delta-C&S merger resulted in the elimination of C&S' subsidy require- 
ment and claims that the merger would never have been accomplished 
if there had been any indication at the time of the merger negotiations 
that C&S' international mail rate for the period December 16, 1950, 
through July 31, 1952, could be retroactively revised. In support of 


its position, Delta relies on the written testimony of its president, as 


follows: 

"T believe that the problems which would have developed had 
there been any indication that a liability might develop from the 
court appeal unrelated to the offset might well have been the end 
of the merger. Certainly, with the court appeal not even then 
decided by the Court of Appeals, the C&S people would not have 
accepted a reduction in the face amount of the Delta debentures 
of well over a million dollars (i.e., the equivalent of the amount 
the Bureau now claims is excess earnings received by C&S on its 
international system during the period December 16, 1950, 
through July 31, 1952). Accordingly, the only practical alterna- 
tive would have been some sort of a warrant situation whereby 
the C&S stockholders would have received Debentures in an amount 
of $8, 823, 000 ($10, 000, 000 less $1, 177, 000) with a right" to se- 
cure additional debentures in the amount of $1, 177, 000 in the 
event Delta was not required to pay this contingent liability. It 
is my view that such a complication, on the top of already difficult 
negotiations, would have killed the whole deal from a practical 
business standpoint." 
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We cannot find on the basis of this evidence that had the parties 


to the merger known that C&S' earnings for the period December 16, 


1950, through July 31, 1952, were subject to retroactive revision there 
would have been no 


45, 7 Section 606 of the Merchant Marine Act of 1936, 49 Stat. 2004, 
as amended, 46 U.S.C.A. § 1176. 
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‘merger. First, the evidence is not consistent on that point. Delta's 
witness at one point merely said that factor "might well have been the 
end of the merger. " This certainly does not support the unequivocal 
finding that Delta would have us make. Second, the later statement 
that such a complication "would have killed the whole deal from a 
practical standpoint" is based on the disposition suggested in the testi- 
mony which provides for a warrant situation. Since the possibility 
that C&S" international rate might be revised was never even considered 
at the time of negotiations, we are not persuaded that Delta's witness 
can now tell us what alternative the negotiators for C&S would have re- 
quired. It is certainly not impossible that, if C&S were aware that 
substantial reductions in earnings might ensue from further proceed- 
ings, it would have settled at a lesser price without a warrant situation. 
Accordingly, we cannot make the finding requested by Delta, and its 
claim based thereon must fail. 

Delta also argues that the incentive sliding-scale type formula 
under which the mail pay for C&S' domestic operations were computed 
is a special developmental factor which demonstrates that all of C&S' 
earnings were required by the carrier. The Examiner also gave some 
weight to this factor in arriving at his decision. The sliding-scale 
formula was designed to result in reduced mail pay if the forecast load 
factor were exceeded and increased mail pay if the forecast load factor 
should not be attained. As the Board noted in the Reopened Transatlantic 
Final Mail Rate Case, "the adoption of an incentive formula such as a 
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sliding-scale does not indicate a determination that the higher return 
possible under such a formula is in our opinion a reasonable return 
any more than does the adoption of a flat rate which also may result in 
earnings higher than i 


ey, [2569] 
forecast." Accordingly, we give no weight to the incentive features 


of the sliding-scale formula in arriving at our determination. 

Another contention made by Delta is that its present and potential 
capital requirements are factors demonstrating that all of the earnings 
under C&S' mail rate are needed to foster the developmental purposes 
of the Act. This contention must also be rejected. Certainly the evi- 
dence of record in this case does not show that Delta must retain all of 
C&S' earnings in order to raise its present and future capital needs. In 
this connection, it should be noted that capital requirements of the car- 
rier resulting from the merger (Delta) are much greater than the capi- 
tal requirements of C&S alone would have been. In other words, C&s' 
earnings need, in terms of dollars, would be smaller than that of the 
much larger carrier resulting from the merger. Accordingly, assum- 
ing it were shown that Delta does, in fact, need all of C&S" earnings to 


meet Delta's capital requirements, Au/ nevertheless, such proof would 


not determine whether C&S would have required all of its earnings to 
meet such capital needs as it would have, had it remained an independ- 
ent going concern. Thus, for this purpose we cannot consider Delta as 
standing in the shoes of C&S. Finally, Delta's contention is akin to the 
argument made before the Board in the Reopened Transatlantic Final 
Mail Rate Case by Pan American and TWA that their excess earnings 
should be left with them in order to enable them to meet their jet equip- 
ment commitments. The Board pointed out that it has no authority to 
supply carriers with capital funds out of subsidy and discarded the car- 
riers' argument. That principle is also applicable here. 


46/ Order No. E-10117, March 23, 1956, p. 20. 
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47/ The level of earnings required to meet Delta's present and future 
capital requirements as well as the capital requirements of the other 
domestic trunkline carriers is a crucial matter presently undergoing 
investigation in the General Passenger Fare Investigation, Docket No. 
8008. The resolution of this issue will have a Significant bearing on the 
passenger fare level. 
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Delta presents two further arguments in support of its position that 
all of the international earnings were required by C&S. First, Delta 
contends that all of C&S" earnings were required to permit the carrier 
to compete effectively with competitors operating only domestic serv- 
ices. Second, Delta contends that all of C&S' earnings were required 
by C&S and are required by Delta to provide effective competition for 
the Big Four and other carriers. The evidence of record does not sup- 
port these assertions and, therefore, the carrier's contentions cannot 


be accepted. <© 


5. Conclusion. On the basis of the foregoing considerations, *"e 
find and conclude that 10 percent is the fair and reasonable rate of re- 
turn on investment'needed by C&S" domestic operations for the period 
January 1, 1948, through July 31, 1952, and by the carrier's internation- 
al operations for the period December 16, 1950, through July 31, 1952. 
As can be seen from our prior discussion herein, the determination of 
the fair and reasonable rate of return is not a matter of precise, mathe- 
matical calculation. Rather, it involves judgment evaluations based on 
the evidence as a whole. In arriving at the 10 percent figure, we have 
given special weight to (1) the cost of capital that we have derived rang- 
ing from 8.146 percent to 10. 653 percent; and in this connection the fact 
that exclusion of distorting capital gains from the intermediate-size 
carriers earnings-price ratios yields rates of return in line with those 
produced by using Big Four data, with a high of 8.955 percent; (2) the 
historical earnings and growth experience of the trunkline industry 
through 1953 at a rate of return of less than 9 percent; (3) C&S' own 
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historical earnings, which enabled it to expand and flourish to such a 


tremendous degree at a rate of return of approximately 10 percent 


48/ Furthermore, the amount of earnings required by Delta to pro- 
vide effective competition is not in issue in this case. 
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through July 31, 1952; (4) the fact that the Board's conservative depre- 
ciation policies tend to lower the rate of return which might otherwise 
be required; and (5) the extraordinarily high ratio of equity in C&S' cap- 
ital structure which indicates the necessity for a rate of return some- 
what greater than in the usual circumstances. 

Bureau Counsel insists that we cannot apply the 10 percent rate of 
return to the international operations for the period December 16, 1950, 
through July 31, 1952, because by the terms of the Board's order of 
September 6, 1956, ae this period must be reviewed on a past period 
basis. It is argued that the 7 percent rate of return customarily applied 
to past periods, regardless of whether domestic or antexnasionat opera- 
tions are involved, is applicable here. 

The factors justifying application of the 7 percent Ae of return to 
past periods were set forth in the Transatlantic Final Mail Rate Case. 
There the Board adopted the following language of the Hearing Exam- 
iner:— 50/ 

"As has been previously indicated it has been concluded that 
the 7% rate of return for the past period should be maintained in 
this case. A basic reason underlying that conclusion!is that Board 
decisions have been reasonably uniform in applying that rate to 
past mail rate periods, whether for domestic or international 
carriers, during the review period. Thus, investors have had 
reasonable notice that such rate would be applied. Whatever the 
new capital requirements were in that review period is now a mat- 
ter of history. Any current appraisal of the cost of capital in the 


1946-1952 period resting upon average industry or big four experi- 


Se ae 


enced earnings-price ratios and capital structures would indicate 
that an over-all 7% rate of return was adequate. The entire con- 
cept of past period mail rates is unique among air carriers of all 
regulated industries. During an open rate period many of the 
normal and abnormal risks of air transport operations are re- 
viewed as past fact and covered by mail pay, which risks would 
pe absorbed by the carrier if it were under a final future mail 
rate. Probably the major normal risks so treated are traffic 
volume changes and expense levels. Abnormal risks so covered 


herein are items such as aircraft groundings, strikes, 


49/7 Order No. E-10593. 
50/ Order No. E-8833, December 20, 1954, App. A, p. 97 
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TWA's flood loss. Thus, there is an appreciable degree of se- 

curity which attaches to a carrier on an open rate as compared 

to one on a closed or final mail rate. That shifting of risks from 

the carrier to the Government must properly be reflected in low- 

er rates of return for past mail rate periods." 

The importance of the risk factor was further emphasized as 
follows:2_/ 

"But the essential justification for different rates of return 
between open and closed rate periods lies in the different risks 
assumed by the carrier. Recognizing the need provisions of the 
Act it cannot be concluded that the risks assumed by an air car- 
rier during an open rate period are substantially in excess, if 
any, of those of other regulated utilities generally. A summary 
tabulation presented by Bureau Counsel of Court and Commission 
cases on rate of return shows that the 1946-1951 average of all 
such decisions allowed a return of 5.82%. On the basis of the 
foregoing considerations it is concluded that the 7% rate of return 
for past or open mail rate periods is fair and reasonable and 


should be affirmed." 


From the foregoing, it is apparent that the considerable justifica- 
tion for the 7 percent rate of return for past periods lies in (1) reason- 
able notice to investors that such return would be applied; (2) cost of 
capital; and (3) the shifting of risks from the carrier to the Government. 

On the basis of these standards we will not apply the 7 percent 
rate of return to the period December 16, 1950, through July 31, 1952. 
Insofar as the essential factor of risk is concerned, there is no doubt 
that the investor in C&S or the potential investor in C&S considered that 
the risks of losses during this period were on C&S and accordingly their 
appraisal of the carrier's earnings requirements were governed accord- 
mgly- And any appraisal of C&S' cost of capital for this period must 
be resolved with this in view. 


51/ Id. at 98. 

52/ In the Board's 1951 decision the rate for this period was fixed on 
a future period basis and a 10 percent return on investment provided. 
Even the possibility of fixing the rate on a past period basis was not 
raised until the Board's notice of February 24, 1956, long after C&S 


had gone out of business. 
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Bureau Counsel claims, however, that this was all changed by the 
Board's order of September 6, 1956, for that order shifted the risks of 
loss for the period from C&S to the Government. But this is truly put- 


ting form over substance because it was manifest to the Board when it 
adopted the order that there was no risk of loss involved; that the ques- 
tion was whether there were excessive earnings. As the Board explicit- 
ly said, 53/ "Here the rate period is entirely in the past, anda refusal 
to look at actual operating results during this period would in fact leave 
the carrier with a 36 percent return on investment for the period, and 
over a $1 million more subsidy than it could show a need for on the basis 
of operating experience." In view of the foregoing, we must reject Bu- 


reau Counsel's contention. 54/ 


53/ Order No. E-10593, September 6, 1956, p. 12. 
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54/ As described earlier in this opinion, we are not reviewing pre- 
vious determinations of the Board regarding the mail pay of C&S' domes- 
tic operations from November 1, 1946, through December 31, 1947, and 
the international operations from November 1, 1946, through December 
15, 1950. The mail pay for such periods was established on a past peri- 
od basis and the 7 percent rate of return on investment was applied. (See 
Chicago and Southern Air Lines, Inc., Mail Rates, 9C.A.B. 786, 804 
(1948), and Order No. E-5385, May 18, 1951, p. 21.) Our conclusion 
about the rate of return applicable to the international operations for the 
period December 16, 1950, through July 31, 1952, set forth in the text 


above, is based on the most unusual circumstances of this case, and 
nothing we have said is meant to indicate disapproval of application of 
the 7 percent rate of return to periods for which rates are established 
on a true past period basis. 
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Past Service Pension Costs 

Delta contends that the Examiner erred in failing to recognize 
past service premium costs arising from the institution of a pension 
plan by C&S, effective July 1, 1952. Delta asserts that the Board must 
recognize approximately $503, 000 in such costs allocable to the period 
November 1, 1946, through July 1, 1952, 22/ and should recognize the 
amortizable portion of $181, 000 of such costs attributable to services 
rendered prior to November 1, 1946. The carrier argues that to ex- 
clude these costs would be contrary to the universal policy of encour- 
aging the adoption of pension plans. Delta further argues that the rea- 
son past service premium costs are generally recognized in future 
rates through amortization over a period of years is that no other means 
of recognition is available. However, here we have an open past period 
available for recognition of the costs attributable to such period. Such 
treatment has the virtue of reflecting intelligent accounting in relating 
costs to the period for which services were performed, and eliminating 
distortion in future rates. 

That Delta's only interest is having the pension costs recognized 


and that the carrier is not concerned with "intelligent accounting” and 


eliminating distortion of future rates is clear, for it asks different 
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treatment for the costs attributable to the periods November 1, 1946 - 
July 1, 1952, as contrasted with the costs attributable to the period 
prior to November 1, 1946. Delta asks that costs attributable to the 
later period be expensed and recognized as such, while costs attribu- 
table to services rendered prior to November 1, 1946, should, in effect, 
be capitalized | 


55/ The amortized portion of the past service premium costs proper- 
ly allocable to the period July 1-31, 1952, has been recognized. 
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(in other words not recognized as ordinary expenses of the period for 


which the services were rendered) and amortized into the open rate 
period which begins November 1, 1946. 

In any event, we find the carrier's contentions unpersuasive. The 
benefits a company obtains from making provisions for past services of 
employees in a pension plan (through paying added premium costs for 
such services) accrue to the company during the future employment of 
such employees, not the past. Thus, from an accounting, economic, 
and rate-making standpoint, past service pension premiums relate to 
the period subsequent to the installation of a pension plan and not to the 
years during which the past services were performed. As the Examiner 
found, the Board has consistently so held. 56/ Indeed, C&S itself, in 
accounting for the past service premium costs, accorded them the very 
treatment held proper by the Board for rate-making purposes. Thus, 
it capitalized the past service premium costs and commenced amortizing 
them over a 12-year period; and Delta assumed the unamortized expense 
after the merger. Delta's witness testified that the conventional method 
of funding a pension plan is to each year pay the current cost plus a per- 
centage of past service costs. He stated that many companies fund past 
service premium costs over 15, 20, and even 25-year periods. This 
testimony serves to confirm the propriety of the Board's long-established 
practice regarding the treatment of past service pension premium costs 
for rate purposes. 
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Depreciation 


C&S reported its depreciation expense for Constellation aircraft 
on 


56/ For example, the Board said in Pan American World Airways 
Inc., Latin American Division, Mail Rates, 12 C.A.B. 250, 252, (1950) 


inc., Latin American ae 
that past service pension premium costs "are in fact part of the cost 
currently required to retain the services of veteran employees, and as 
such properly chargeable to current operating expenses." 
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the basis of a five-year useful life. In establishing the mail rate earlier 
in this proceeding and in fixing the mail rate for C&S' domestic opera- 
tions on and after October 1, 1951, the Board used a seven-year life as 
a basis for depreciation expense The domestic depreciation estab- 
lished by the Board was based on the book value of the equipment on the 
date the rate was reopened which reflected depreciation on a five-year 
pasis. C&S continued to use a five-year depreciation life on its books 
despite the mail rate treatment. All parties have agreed that for pur- 
poses of determining the excess earnings of the domestic division for 
the period October 1, 1951, through July 31, 1952, and the international 
division mail rate for the period December 16, 1950, through July 31, 
1952, depreciation expense should be calculated on the basis of the seven- 
year life used in the mail rate proceedings embracing these periods; 
and this has been done. However, only the Postmaster General asserts 
that the domestic division excess earnings from November 1950 when 
the Constellation aircraft were placed in service through September 30, 
1951, should be determined on the basis of adjustment of the five-year 
service life for Constellation aircraft to seven years. Approximately 
$128, 000 is in controversy. 

Although the Postmaster General's position is not entirely without 
merit, we believe that the reasons for refusing to make the adjustment 
proposed by the Postmaster General under the unusual circumstances 
of this case are well-stated by the Examiner in his December 16, 1955, 
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decision and need not be reiterated here. We adopt the Examiner's 


findings and conclusions on this issue aS our own. 


Bt/ Order No. b-5305, May 18, 1951, p. 26; Capital, C&s, Robinson- 
Final Mail Rates, 14C.A.B. 1074, 1111 (1951). 
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Working Capital 

Delta opposes the conclusion of the Examiner that C&S' working 
capital should be reduced by the amount of recapture required by our 
decision herein. We adopt the Examiner's findings and conclusions on 
this issue, and further find no reason to overrule the Board's prior de- 
cisions which control this issue, as Delta has urged. 
Income Tax Assessment 

A tax deficiency has been assessed by the Internal Revenue Serv- 
ice against C&S for each of the years 1950 through 1953. Delta has not 
paid the assessment but efforts are being made to reach a ‘settlement 
prior to tax court litigation. Delta takes exception to the Examiner's 
conclusion that the amount of the refund determined herein should not 
be reduced by the tax assessment but provision should be made for later 
adjustment of the mail pay to reflect ultimate disposition of the tax ques- 
tion. : 

Delta contends that, in determining the excess earnings, the Board 


should take into account the full amount of the deficiency assessed sub- 


ject to later adjustment. The carrier maintains that its position must 


be adopted if the Board is to respect a final order of a sister agency. 

We believe the Examiner has properly determined this issue. We 
wish to emphasize that Delta has not paid any of the amounts assessed 
as a deficiency and apparently has no intention of doing so until the mat- 
ter is finally resolved through settlement or court decision. Under 
these circumstances we find no justification for providing for the tax 
assessment at this time and permitting Delta the use of such funds for 
its own purposes until such indefinite time in the future when this matter 
is finally resolved. : 
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In accordance with the request of the Postmaster General, we 
wish to make it clear that the later allowance for income taxes for which 
we are making provision herein is limited to the amount of taxes paid as 
a result of this tax deficiency assessment which are properly allocable 
to the period January 1, 1948, through July 31, 1952. 

Income Tax Savings 

Also before us is the question whether any attempt should be made 
at this time to estimate tax savings to be realized as a result of our de- 
termination of excess earnings herein and include such savings in the 
amount to be refunded. Delta claims that a refund of excess mail pay 
will not result in any tax savings, based on a ruling by the Internal Rev- 
enue Service that the repayment cannot be taken as an expense deduction 
but must be used as an adjustment to increase the cost basis of the prop- 
erty acquired from C&S. Without contesting the correctness of such 
ruling, Bureau Counsel takes the position that Delta would obtain sub- 
stantial tax reductions, since by increasing the cost basis of the prop- 
erty acquired, Delta would be able to take additional depreciation for 
tax purposes and would also report lower taxable gains from sale of 
property acquired from C&S. Delta, on the other hand, contends that 
any increased cost basis would have to be allocated entirely to nonde- 
preciable property. 

The parties finally reached the agreement that the mail pay re- 
fund be determined at this point without regard to the amount of any re- 
lated tax consequences, subject to the prompt filing of a request by the 
carrier with the Internal Revenue Service for a ruling on the tax conse- 
quences of the refund of mail pay. The tax savings, if any, shall be 
computed upon final 
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determination of this matter. In order to insure diligent prosecution of 


this matter by Delta, the Board is to retain jurisdiction to reopen this 
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proceeding at any time prior to final determination of the tax question, 
for the purpose of requiring the carrier to make a tentative: refund of 
tax savings on an estimated basis. | 

The Examiner has concluded that the parties' aoneenes should 
be approved and we agree. There is one further matter in this regard. 
The Examiner has concluded that Delta should be required to make its 
request for an Internal Revenue ruling within six weeks after the serv- 
ice of the attached final order. Delta contends that provision should be 
made for the right to petition the Board for reconsideration of its de- 
cision herein, and, accordingly, the Board should relate the six-week 
period to the order disposing of any petition for reconsideration rather 
than to this decision. On balance, we believe the Examiner's provision 
to be more sound. Ordinarily, a petition for reconsideration does not 

operate as a Stay of a final order®®: and no reasons have been advanced 
by Delta why such effect should be accorded a petition for reconsidera- 
tion in this case insofar as the necessity that Delta promptly seek a tax 


ruling is concerned. Accordingly, Delta's request is denied. 
CONCLUSION 
We have considered the remaining exceptions to the Initial Decision 


and we find they should not alter our decision herein. Therefore, we find 
that the mail pay produced by the rates established in Order No. E-5793, 
October 18, 1951, for the international operations of C&S should be re- 
duced 


58/ See Rule 37(a) of the Board's Rules of Practice. 
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by $1, 795, 000 before giving effect to the income tax matters discussed 
herein. 
On the basis of all the foregoing, we find that the fair and reason- 
able rate of compensation to be paid to Chicago and Southern Air Lines, 
Inc., for the transportation of mail by aircraft, the facilities used and 


useful therefor, and the services connected therewith, between the 


points on its Latin American routes between which it was authorized 
to transport mail by its certificates of public convenience and necessity, 
for the period November 1, 1946, through July 31, 1952, is the sum of 
$4, 878, 000. = 
A. Provided, that 
1. Within six weeks of the date of service of the accompany- 
ing final order, Delta shall make a request for an Internal Revenue 
Service ruling as to the tax consequences arising out of the refund 
of mail pay required by this decision. 


2. The mail compensation herein shall be decreased by the 


total amount of the reduction, if any, as finally determined, in 
Delta's federal income taxes arising from the payment to the Post- 
master General of all refunds required to be made by this decision, 
including the provisions of this paragraph. 

3. After notice and hearing the Board may,’ from time to time, 
prior to the final determination of the tax reduction referred to in 
subparagraph 2 of this paragraph, order Delta to refund to the 
Postmaster General a sum equal to an estimated amount of such 
tax reduction. 

B. Provided, further, that in the event the federal income taxes 
payable with respect to the system operations of C&S, as finally 
determined for the calendar years 1948 to 1952, inclusive, are 


greater or 


59/ The allocation of mail pay to periods for administrative purposes 
is set forth in Appendix N. 
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less than $3, 204,000, the mail compensation provided herein shall 
be adjusted to reflect the actual tax liability related to the system 
operations of C&S for the period January 1, 1948 - July 31, 1952, 
inclusive. 
C. Provided, further, that Delta shall forward to the Board's 
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Bureau of Air Operations a copy of each ruling of tax authorities, 
request for ruling, notice of appeal, pleading, stipulation, agree- 
ment, brief and court decision in connection with the determina- 
tion of the tax issues referred to in paragraphs A and B promptly 
upon the filing or receipt of such document by Delta, and simul- 
taneously shall notify the Postmaster General that it has for- 
warded such document. 

The compensation provided by the rate fixed herein shall be in 
lieu of and not in addition to the mail compensation heretofore received 
by C&S for the transportation of mail over its Latin American routes 
during the period November 1, 1946, through July 31, 1952. 

An appropriate order will be entered. : 

Durfee, Chairman, concurred in the above opinion. Gurney, Vice 
Chairman, and Denny, Member of the Board, filed the attached joint 
concurrence. ‘Member Minetti filed the attached concurrence and dissent. 
Member Hector did not take part in the decision. 
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VICE CHAIRMAN GURNEY AND MEMBER DENNY CONCURRING: 

On September 6, 1956, the Board issued Order No. E-10593 re- 
opening this proceeding for further hearing to review the rate of the 
international division of Chicago and Southern Air Lines, Inc. We dis- 
sented from this decision contending that the Board as a matter of law 
and policy should not review this rate. The Board reaffirmed its de- 
cision on October 25, 1956, Order No. E-10705, denying a petition for 
reconsideration. We also dissented from that order. ! 

Since a majority of the Board decided in 1956 to reopen and re- 
view the rate of the international division and reaffirmed that decision 
on reconsideration, we must agree that the issue therein was decided. 
Accordingly, we concur that Delta's renewed request in this reopened 
proceeding to review and reverse Order No. E-10593 is a successive 
petition for reconsideration and should not be entertained under Rule 


[2582] 
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37(c} of the Rules of Practice. We, however, maintain our views ex- 
pressed in our dissent accompanying Order No. 10593. We recognize, 
of course, that in the interest of orderly administration of the Board's 
business, there must be an end to the litigation of issues. We, there- 
fore, have participated in the determination of the rate levels of both 
the domestic and the international divisions established by this decision. 
/s/ CHAN GURNEY 
/s/ HARMAR D. DENNY 
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MEMBER MINETTI, CONCURRING AND DISSENTING: 
This proceeding was originally instituted to determine fair and 


reasonable past and future mail rates for the international operations 
of Chicago & Southern Air Lines, Inc. (hereinafter C & S).° Although 
such rates were ostensibly established by Order No. E-5793, October 
18, 1951, the future ratel/ was set aside on judicial review" because 


of the Board's failure to offset alleged excess domestic earnings— 
against the carrier's international need. 

The proceeding was reopened to ascertain the amount of domestic 
earnings available for offset against international need and an examin- 
er's initial decision was issued. Prior to the resolution of the domestic 
earnings issue and after hearing argument on the question of whether 
the Board should or was required to determine the C & S international 
rate on a past period basis in the light of actual results, the Board re- 
manded the proceeding for further hearing on the proper international 
rate level for the period December 16, 1950, through July 31, 1952. 4/ 


L/ Order No. E-5795 established a past period rate for the period 
November 1, 1946 through December 15, 1950, and a future rate from 
December 16 forward. 

2/ Summerfield v. CAB, 207 F.2d 207 (D.C. Cir. 1953). 

3/C & S Mail Rates, 9 CAB 786 (1948). 

4/ Order No. £-10593. The July 31, 1952 termination date for the 
review period was established by the Board Order No. E-6616 which 
reopened, effective August 1, 1952, the international rate as fixed in 
the order reviewed by the courts. 
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After further hearing, the examiner issued a second initial de- 
cision, finding on the entire record that C & S' international mail pay 
should be reduced by $1, 795, 000, 5/ of which $1, 066, 000 was excess 
international mail pay for the period December 16, 1950, through July 
31, 1952, and $729, 000 excess domestic mail pay for the period Janu~- 
ary 1, 1948, through July 31, 1952. The majority concurs in result 


with the examiner. 


Iam, and have been, in accord with the maj ority's decision to 


redetermine the C & S$ international mail rate on a past period basis in 
the light of actual results. I disagree, however, with the majority as 
to the amount of mail pay reduction. Based on my evaluation of the 

C & S need during the past international rate period, as well as the 
domestic mail pay available for offset, I conclude, therefore, that the 
mail pay heretofore paid to C & S must be reduced by $2, 347, 000 
rather than the $1, 795, 000 found excessive by the majority. 

In so concluding, I have considered as subject to recapture all 
domestic earnings in excess of those which will produce an 8% rate of 
return for the period January 1, 1948, through July 31, 1952, and all 
international earnings for the period December 16, 1950, throug July 
31, 1952, in excess of those required to produce a 71% rate of return. 
The majority, on the other hand, has computed domestic and interna- 
tional excess earnings for C & S on the basis of a system 10% rate of 


return. 


/ Subject to tax adjustments. 
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In selecting the 10% rate of return the majority erred: first, in 
treating the C & S international operations for the period December 16, 
1950, through July 31, 1952, as a future period in which risk of loss 
had been borne by the carrier rather than a past period in which the 
Government assumed the risk of loss, and second, in selecting a 10% 
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3 $< 
rate of return as a matter of judgment from the wide range of rates de- 
rived from varying cost of capital data of record, in disregard of con- 
siderations which would produce a lower rate of return. 

The majority's ratemaking approach will cost the taxpayers more 
than a half million dollars in this proceeding and will, if consistently 
followed in the future, result in overpayment of an additional $1, 865, 000 
in the pending Braniff® and Northwest mail rate cases and, perhaps, 
substantial additional subsidy in the recently remanded Transatlantic 
Final Mail Rate Case. °/ 

Risk of Loss 

By the inclusion of an allowance for the risks of international 
operations in the C & S system rate for the period December 16, 1950, 
through July 31, 1952, the majority has treated the period as one re- 
quiring a future rather than a past period rate. This must be done, it 
is urged, regardless of the legal effect of the court reversal of the 


6/7 Docket No. 2880. 
%/ Docket No. 6428. 
8/ Docket No. 1706, et al. 
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1951 rate order which set a future rate forC & S international opera- 


tions, since investors necessarily considered that the risk of loss during 
this period rested with C & S rather than with the Government. 

This argument is unacceptable. First, there can be no paymentto 
C & S for the risks of future rate international operations when, as here, 
a final future rate under which such risks would have been taken has been 
set aside by order of a reviewing court. In legal effect, the court re- 
versal rendered the Board's final future rate order null and void, placing 
this case in precisely the same posture as existed prior to entry of the 
order. Clearly, since under the open rate status which prevailed prior 
to the entry of the Board order, the risk of loss in international opera- 


tions fell on the Government, the risk of loss, therefore, remains with 
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the Government for the period in question, regardless of whatever po- 
tential investors may have believed. Parenthetically, the state of the 
record in this proceeding leaves us with nothing more than an assump- 
tion of the investor's beliefs and the effect thereof. 

In appraising risk of loss, we must look not to what might have 
happened, but to what has actually happened. Since the Board's final 
future rate order never became effective, the incorporation in a rate 
of return of an element to compensate for the risk of future rate opera- 
tions, as well as for the risk of international operations, is clearly 


erroneous. A lower rate of return should have been applied then in 


recognition of the fact that risk of loss fell on the Government rather 
than on C & S. As stated in the Transatlantic Final Mail Rate Case in 
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support of a rate of return for open rate periods see than that which 
had been iaaciess for closed or future rate periods: 

. the essential justification for different rates of return 
between open and closed rate periods lies in the different risks 
assumed by the carrier. Recognizing the need provisions of the 
Act it cannot be concluded that the risks assumed by an air car- 
rier during an open rate period are substantially in excess, if 
any, of those of other regulated utilities generally. " 

The majority asserts, however, that in any event no risk of loss 
was borne by the Government since excess earnings were realized by 
C & S during the period under review. To paraphrase the language of 
an earlier Board, 10 the majority fails to distinguish between risk of 
loss and loss itself. Consistency would require that the majority re- 
fuse to compensate C & S for risk of loss during any final future rate 
period in issue in this proceeding since no losses were actually sus- 
tained by the carrier. : 

Cost of Capital 
In analyzing cost of capital for the period under review, the 
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majority properly rej ected the Delta or intermediate group earnings- 


price ratios selected by the examiner but erroneously rejected the Big 
Four earnings-price ratios relied on by Bureau Counsel. Instead, it 
constructed C & S' cost of capital from a variety of data consisting of 
actual intermediate group data; intermediate group data adjusted to 


97 Order No. £-8833, December 20, 1954, App. A, page 98. 
10/ Transatlantic Final Mail Rate Case (supra), page 6. 
Ti/ Braniff, Capital, C & S, Continental, Delta, Mid-Continent 
and National. 
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eliminate the effect of capital gains; and Big Four data; all computed 
for the years 1949-1956. Sincd the intermediate group earnings-price 
ratios are meaningless, where unadjusted for capital gains, and unre- 
liable when so adjusted, the end result is, necessarily, unreliable 
even when used in combination with the more reliable Big Four data. 

During much of the period 1949-1956, the earnings of the inter- 
mediate group were abnormally inflated as a result of a high and ex- 
ceptional proportion of capital gains income to operating income. Un- 
der such circumstances, which an investor would view as atypical, it 
is axiomatic that the resultant earnings-price ratio overstates the in- 
vestor's true earnings requirements. Even if we exclude capital gains 
during this period, the resultant wide range of earnings-price ratios 
within the intermediate group displays such a lack of homogeneity and 
stability as to become meaningless. Big Four earnings-price ratios 
on the other hand, although at their peak during the 1949-1954 period 
and, consequently, somewhat inflated, show far greater stability and 
are considerably more reliable indicia of investor appraisal than those 
of the intermediate group. While it might be argued that the carriers 
in the intermediate group require a greater common stock return than 
the Big Four, and consequently, Big Four earnings-price ratios are 
unsuitable for intermediate carriers, the evidence of record to support 
that contention is unconvincing. On the contrary, C &S' exceptionally 
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low, long-term interest rate of 2. 5%, as compared with the rate of 
interest utilized by the majority in this proceeding, attests not only to 
C &S' attractiveness to lending institutions, but to the fact that those 
institutions made no distinction in this respect between the Big Four 
and the | 
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intermediate group. This evidence, moreover, is consistent with 
data for the years 1941-1953 which established the earnings- price ra- 
tios of both groups over this extended period as virtually identical. 
Even for the years 1949-1954, when the distortions produced by capi- 
tal gains are eliminated, the earnings-price ratios of the intermediate 
group are quite similar, although slightly lower, than those of the Big 
Four. The instability inherent in the wide range which exists within 
the intermediate group during this period dictates that the Big Four 
data for this period be selected. 


Through its use of a compilation of earnings-price ratios on 


three different bases for varying periods, rather than the more reli- 
able Big Four data for the 1949-1954 period, the majority. arrives at a 
range of system rates of return varying from 8.146% to 10. 653%. Thus, 
at the conclusion of its cost of capital analysis, the majority is left with 
a range of permissible findings nearly as wide as the range of positions 
taken by the litigants on the proper rates of return for offset purposes. 
Within this range, the majority, as a matter of pure judgment, selected 
a system 10% rate of return. | 

The majority reviewed a number of factors in selecting this rate 
of return. Aside from the inflation resulting from treating the legally 
open international rate as a final future rate, the majority's judgment 
appears principally weighted by the high ratio of equity in C &S' capi- 
tal structure, as well as by the apparent capital costs of the intermedi- 
ate group of carriers, a factor previously discussed herein. Other 
factors specifically discussed in the majority analysis appear either 
neutral or of such 
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a nature as to exercise a restraining, rather than an inflating, effect 
on the rate of return to be ultimately selected. 

In considering the C & S capital structure, the majority properly 
rejected contentions that the carrier's own capital structure should be 
used in cost-of-capital computation. Notwithstanding its refusal to 
directly apply the differentiated rate of return concept, the weight giv- 
en by the majority to the actual C & S capital structure, asa matter of 
judgment, nevertheless tends to produce the same undesirable result. 
Yet, in the majority's view, the use of C & S' atypical capital struc- 
ture, together with average earnings-price ratios, "would produce a 
meaningless result. rh2/ 

As stated, the remaining factors weighed in selecting a rate of 
return, as a matter of judgment, appear to have little or no tendency 
to produce a higher than usual rate of return. For example, the effect 
of the Board's conservative depreciation policies, admittedly tends to 
lower the rate of return which might otherwise be required. Again, 
the remarkable growth of the industry in general, andC & Sin particu- 
lar, for the period 1939-1952, at rates of return lower than selected 
here lend no support to the majority's judgment. 

Other factors not evaluated by the majority weigh against selec- 
tion of the 10% rate. Of high significance is the fact that the Board, as 
a result of its acknowledgment of excess C & S earnings under the 
closed 
— 127 Majority opinion, page 20. 
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domestic rate, 13/ instituted a study to determine whether to reopen 
and decrease the C & S final domestic mail rato The result was 
a new and lower final mail rate in which an 8% rate of return was al- 


lowed on copes Although the opinion did not isolate the com- 


ponents of the 8% rate of return, the decision, nevertheless, stands as 
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a contemporaneous determination of the C & S need for the period Oc- 
tober 1, 1951, forward, based on review of actual results during the 
balance of the domestic rate period here in question. Without deciding 
whether the Board is legally bound to apply the rate of return then de- 
termined to be necessary, the fact that the Board, on the basis of that 
review, found an 8%, rather than a 10%, rate of return necessary, 
stands as a powerful consideration to be cautiously evaluated before 


the carrier's rate of return for the entire period be increased. In 


practical, if not in legal, effect, the majority's judgment is a reversal 


of the results of that earlier and informed determination. 


13/ C & S Latin American Mail Rates, 14 CAB 681, 682 (1951): 
— "During part of the past period . . . the domestic routes of 
C & S were operated under final mail rates which yielded the 
carrier an average rate of return on investment estimated at 
12.5 percent. When fixing these mail rates the Board had es- 
timated a rate of return of 7. 4 percent for the carrier from its 
domestic operations. In undertaking the issuance of a statement 
of tentative findings and conclusions for mail rates for C & S' 
international routes in this case we gave careful consideration to 
the possible offset of such excess earnings against the need’ re- 
sulting from the carrier's international operations. '’ (Emphasis 
added. ) 
14/ C & S Mail Rates - Tentative Findings, Order No. E-5385, 
May 18, 1951, page 19. 
ay Capital, C & S, Robinson - Final Mail Rates, 14 CAB 1074 
(1951). 
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While the majority weighed the actual C & S capital structure in 
selecting the 10% rate of return, it measured the carrier's interest 
rate on debt at an average rate, representative of Big Four rates of 
3.5%, rather than the 2.5% rate actually experienced. Since the lower 
interest rate is a natural result of the C & S capital structure, its ef- 
fect, too, should be added to the majority's balancing. In any event, 
no exhaustive recital of mail rate proceedings is necessary to estab- 
lish that the Board has, in all but one past proceeding, 16/ based rates 
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of return to subsidized air carriers on standardized capital structures, 


despite actual debt-heavy capital structures in individual Cases, In 


the light of this past practice, the weight given by the majority to the 
high rate of equity inthe C &S capital structure is particularly inap- 
propriate. 

In view of the foregoing, I conclude that the $1, 795, 000 in mail 
pay proposed for recapture by the majority results in overpayment to 
C & S for the period in question. On the other hand, recapture of all 
domestic earnings above those required to produce an 8% rate of re- 
turn and on international earnings above those required to produce a 
7% rate of return on international investment, will satisfy C & S need 
for the periods in question within the meaning of the act and in con- 
sonance with the Board's precedents. 

/s/ G. JOSEPH MINETTI 


16/ Capital Airlines, Inc., Mail Rates, 10 CAB 705 (1949). 

T7/ The weight given to actual capital structure appears, moreover, 
to be in basic conflict with recent Board decisions allowing 9 1/2%, 
rather than 8%, rates of return to local service carriers with debt- 
heavy capital structures. Application of the principles formulated by 
the majority here would appear to require allowance of a lower rate of 
return for those carriers. 
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APPENDIX A 


EXCERPTS FROM EXAMINER EDWARD T. STODOLA'S 
INITIAL DECISION OF DECEMBER 16, 1955 — 
IN REOPENED DELTA - C&S MAIL RATE oe 
DOCKET NO. 2564 
This reopened proceeding is concerned with the quceaGe of the 
extent, if any, that Chicago and Southern Air Lines had available ex- 
cess earnings in its domestic operations under final mail rates which 
may be offset against that carrier's mail pay requirements for opera- 
tions over its Latin American route as proposed in Order No. E-5793, 
dated October 18, 1951, 1/ after determining the overall need of the 
carrier as a whole. The period for which domestic rates are to be 


considered for offset against the rates proposed for the international 
routes of C&S by Order No. E-5793 is one of the issues litigated in 


this proceeding. 

Delta Air Lines is the successor by merger to Chicago and 
Southern. Delta substitutes in the place and stead of C&S : in this pro- 
ceeding. : 

* * * * * * 

Bureau Counsel contends that there are domestic earnings to be 
offset against the rates established for the international operations of 
C&S by Order No. E-5793 but that the retroactive rates fixed for the 
international routes of C&S for the period November 1, 1946 - Decem- 
ber 15, 1950, are not reviewable because the Board has already made 
an independent and final determination of the need of the carrier for 
that past period. It is also the position of Bureau Counsel that the 
Board's determination of the rates for the domestic operations of C&S 
on a past-period basis through December 31, 1947, precludes further 
review of the period from November 1, 1946, through December 31, 
1947, for such operations and that the period for which domestic earn- 
ings are to be considered for offset runs from January 1, 1948, through 
September 30, 1951. 
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The Postmaster General contends that the period for which do- 
mestic earnings are to be considered for offset runs from January 3 
1948, through July 31, 1952. While Bureau Counsel does not agree 
with the Post Office Department's contention that the domestic rates 
are open for further offset during the additional period from October 1, 
1951, through July 31, 1952, his position is that, if this further period 
is open for offset, an additional recapture should be made of mail pay- 
ments heretofore received by C&S for its domestic operations. 

Delta contends that it was the Court's ruling upon review of Order 
No. E-5793 of the Board that the "need" of the carrier must be meas- 
ured by the entirety of its operations; that the international rates of 
C&S heretofore fixed for the period beginning December 16, 1950, are 
not in issue and, as a matter of law, are closed and beyond the power 
of the Board to reopen; that the issue in this remanded proceeding in- 
volves a fair and reasonable 


17 Chicago and Sou. A.L., Latin American Mail Rates, 14C.A.B. 
681. 
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international mail rate for C&S for the period November 1, 1946 - De- 
cember 15, 1950, in view of the overall results of the carrier's opera- 
tions during that period; and that the Board has not yet determined that 
the domestic earnings of C&S for the period November 1, 1946 - Decem- 
per 15, 1950, were unreasonable in the light of the need of the carrier's 
system as a whole. In short, it is the position of Delta that the question 
to be determined in this proceeding cannot be limited to the need of the 
domestic operations of C&S and that the overall system need of C&S 
during the period November 1, 1946 - December 15, 1950, is the basic 
issue. Delta states that the earnings, and mail pay, which C&S has ac- 
tually received are within its needs, and that this reopened proceeding 
should establish, as the mail rates for the periods in issue, the rates 
originally fixed in Order No. E-5793 on October 18, 1951. 
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In the interest of clarity, it appears desirable briefly to state 

the consequences of the Supreme Court's decision in the Chicago and 
Southern case upon one aspect of the Board's mail-rate-making policy. 
Prior to that decision, the Board found it proper and desirable in ap- 
propriate cases to establish mail rates separately and at different times 
for different operating divisions of a single carrier. Thus, the Board 
generally recognized domestic and international operations of a carrier 
as separate rate-making units and established separate mail rates to 
meet the need of each of the carrier's divisions. 9/ In accordance with 
this policy, the Board on October 18, 1951, by Order No. E-5793, es- 
tablished a separate mail rate for the international operations of Chicago 
and Southern. The rate was designed to meet the carrier's breakeven 
need for its international operations and to provide a return on the in- 
vestment allocable to such operations of 7 percent for the past and 10 


percent for the future period. 20/ In establishing the rate for the past 


period, the Board, as already noted, refused, as a matter of economic 
policy, to offset against the carrier's need for foreign operations the 
earnings already realized during the same period by the domestic divi- 
sion of the carrier which were allegedly in excess of the return on in- 
vestment allocable to domestic operations. The Board's refusal 


9/ The Board, however, treated the international or overseas op- 
erations of certain carriers as a part of their domestic operations for 
rate-making purposes. National Airlines', Cuba Operations, Order 
No. E-6344, dated April 21, 1952, and made final by Order No. E-6415, 
dated May 12, 1952; United Air Lines, Hawaiian Operations, Order No. 
E-6676, dated August 7, 1952, and made final by Order No. E-6719, 
dated August 22, 1952. 

10/ In fixing mail rates for past periods, both in the domestic and the 
international field, the Board usually allows a return of 7 percent on 
the carrier's investment. For future periods, the Board currently fix- 
es final rates estimated to yield approximately 8 percent in domestic 
operation and 9 or 10 percent for operations in the international field, 
Obviously, however, the carrier is not guaranteed any definite rate of 
return under final future rates. The Board's estimates are rarely re- 
alized with exactitude. A carrier's earnings may exceed the estimated 
yield or the carrier may sustain a loss during the unchallenged final 
future rate which brings it no return on its investment. 
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was based upon its long-established practice of treating each operating 
division of the carrier as if it were a separate unit for mail rate pur- 
poses. However, the Supreme Court held that the Act, while permitting 
the establishment of separate rates for different classes of service, re- 
quires the Board to offset "excess" profits of one division of an air car- 
rier to reduce the subsidy requirements of another division of the same 
carrier because the "need" to be met is that of the carrier's entire op- 


erations, even when a rate was being fixed for a class of service. 
Order No. E-5793, which was reviewed and set aside by the Su- 


preme Court, established, as previously noted, final rates for the in- 
ternational operations of C&S for the past period November 1, 1946 - 
December 15, 1950, and for the future period beginning December 16, 
1950. For the past period, the Board determined the carrier's inter- 
national break-even need to be $3,122,000. Return on investment at 
the rate of 7 percent was allowed in the amount of $393,000. Actual 
income tax liability for the past period was determined to be $147, 000. 
This amount was allowed. Thus, total mail pay for the past period was 
granted in the amount of $3, 662,000. For the future period beginning 
on December 16, 1950, a separate per-mile international rate was 
fixed which remained in effect until July 31, 1952, and under which the 
carrier realized $3, 011, 000 in total mail compensation. 

In establishing the final domestic mail rate for C&S in July 1948, 
9C.A.B. 786, the Board fixed a final prospective mail rate for the 
period beginning January 1, 1948, which it estimated would yield C&S 
a net return after taxes of 7.4 percent on that part of its investment 
allocable to domestic operations. The domestic rate fixed in 1948 was 
a "sliding scale” mail rate variable according to the actual load factors 
which C&S might develop. 

* OK OK * ok x 

The domestic earnings or profits of C&S in excess of the esti- 
mated 7. 4-percent return for the years 1948-50 amounted to approxi- 
mately $654,000. In its decision fixing rates for the international 
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division of the carrier, the Board did not ignore these domestic earn- 
ings but it concluded that various considerations of the public interest 
required that the mail rates for the international services should be 
fixed without any reduction in such rates to reflect any part of the 
aforesaid domestic earnings in excess of the 7. 4-percent estimated 
return. Likewise, the Board made no determination that any part of 
the difference between the 7. 4-percent estimated return and the earn- 
ings actually realized represented legally excess earnings. 

As already noted, each party to the proceeding maintains a dif- 
ferent position as to the period during which the Board can and must 
consider the need of C&S as a whole to make an appropriate offset 
against the international need of the carrier as previously determined. 
Delta, contending that the period runs from November 1, 1946, the date 
from which the international rate runs, to December 15, 1950, the ter- 
mination date | 
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of the "past" period considered by the Board in fixing the international 
rates, maintains that the need of C&S requires that Delta retain all the 
earnings actually received, without recapture. On the other hand, Bu- 


reau Counsel proposes recapture of $689, 000 of allegedly excess earn- 
ings, plus $746, 000 of alleged tax savings, for a total reduction of the 
international need for the period January 1, 1948 - September 30, 1951, 
of $1, 435, 000, while the Postmaster General proposes a recapture of 
$1, 365, 000 of allegedly excess earnings, plus alleged tax savings of 
$1, 479, 000, for a total refund of $2, 844, 000 for the period January 1, 
1948 - July 31, 1952. A substantial part of the allegedly excess earn- 
ings for the domestic operations of C&S to be offset by both Bureau 
Counsel and the Postmaster General against the rates proposed for the 
carrier's Latin American operations by Order No. E-5793 arise asa 
result of their contentions that the rates for C&S for certain periods 
after December 15, 1950, are open and subject to redetermination. 
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In addition to basic differences between the parties and their 
approach to the determination of whether excess domestic earnings 
exist, there is some conflict as to the detailed adjustments which must 
be made in reported earnings in order to accurately reflect actual 
earnings. The question of requiring an increase in any refund by the 
carrier in order to cover alleged tax effects of the refund is also in 
issue. 

The Circuit Court of Appeals’ remand, which was affirmed by 
the Supreme Court, reversed and set aside Order No. E-5793 and di- 
rected the Board to take further proceedings in conformity with the 
opinion of the Court. It is of course elementary that the decision of 
the reviewing court becomes the law of the case in further proceedings. 
On remand, the Board has jurisdiction to take such action as the law 
and facts require, consistent with the opinion and mandate of the Court 
of Review. 

* * * * 

There presently follow findings with respect to the basic differ- 
ences of the parties with respect to certain proposed adjustments to the 
recognized investment and operating results of C&S for the period Jan- 
uary 1, 1948 - September 30, 1951, under the statutory standard of 
honest, economical, and efficient management. 

The parties are in agreement on the carrier's investment for each 
of the years of the review period for domestic earnings except for Bu- 
reau Counsel’s proposed reduction of the working capital of C&S to re- 
flect the difference between mail pay actually received during the 1948- 
1951 period 
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and the mail pay remaining after offset. 2» In computing C&S' invest- 


ment, Bureau Counsel reduced C&S' working capital by the net amount 
of mail pay which he now proposes be recaptured back to January 1, 
1948. Delta contends that any reduction in working capital arising from 
a refund of mail pay in this proceeding should be eliminated. 
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Delta's position is contrary to the overwhelming weight of author- 


ity found in the uniform practice of the Board in adjusting working cap- 
ital to reflect increases or reductions in mail pay.2° The adjustment 
is so routine that it goes unmentioned in the Board's Opinions and Tenta- 
tive Statements in mail rate proceedings. 2 The concession of Bureau 
Counsel relating to the additional 1948 mail pay is based on the same 
policy, which holds that a carrier is entitled to a return on mail pay 
that the Board ultimately finds the carrier to have been entitled to dur- 
ing a past period rather than mail pay actually received under tempo- 
rary rates. An adjustment of the same sort, reducing C&s' internation- 
al working capital, has already been made in the earlier phases of this 
proceeding without objection from any party. — 


35/7 Bureau Counsel concedes on brief that Delta's claim as made in 
its exhibits for additional working capital in the amount of $469, 487 for 
the year 1948 is correct, both in amount and principle. This increase 
in the 1948 investment results from retroactive domestic mail pay paid 
to C&S under Order No. E-1825, dated July 28, 1948 (9 C.A.B. 786). 
The C&S investment figure for the year 1948 originally arrived at by 
Bureau Counsel was based upon the use of C&S' reported figures. Con- 
sequently, his figure did not take into account, in computing the carrier's 
investment for that year, the increase in investment flowing from the 
retroactive increased mail pay not recorded on the books until June 
1948, but allocable to the years 1946-1947 and the first half of 1948. 
Hence, an additional investment of $469, 487 must be added to the aver- 
age 1948 investment calculated by Bureau Counsel. 

36/ "It is customary in mail rate cases to adjust average reported 
working capital to give effect to indicated increases or decreases in the 
average mail pay receivable as determined in the proceeding for accru- 
als made by the carrier."" Pan American World Airways, Inc. Trans- 
Pacific Service, Final Mail Rates, Order No. E-5882, November 21, 
1951, pp. 23-24. See also, e.g., cases from Pan American Airways, 
Transatlantic Mail Rates, 8C.A.B. 267, 283 (1947) (increase in mail 
pay) to Reopened Western-Inland Mail Rate Case, Order No. E-9264, 
June 1, 1955, Order Disposing of Exceptions, p. 2 (decrease in mail 
pay). 

37/ See, e.g., Trans-Pacific Airlines, Ltd. and Hawaiian Airlines, 
Ltd., Mail Rates, Order No. E-9178, May 3, 1955 (Opinion) and Order 
No. B-9638, October 7, 1955 (Opinion on Reconsideration) where there 
was a working capital issue, but where this adjustment reducing working 
capital was made without questions from the carrier. See Appendix No. 
5 of the Opinion, and Appendix No. R-3 of the Opinion on Reconsidera- 
tion. : 
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38/ Order No. E-5385, May 18, 1951, p. 28. Also an upward ad- 
justment was made for the additional domestic mail pay awarded C&S 
for the 1946-1947 period in the rate fixed in 9 C.A.B. 786 (1948), at p. 
803. 
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Clearly, if it is herein found that C&S has received excess mail pay for 
the 1948-1951 period and an offset is appropriate, there is no reason 
for treating C&S differently from any other carrier that is required to 
refund excess mail pay. 

It is true that C&S employed in its transportation operations the 
amount of working capital here in issue. The investment represented 
by the domestic earnings accumulated by C&S under the future domestic 
rate for the period beginning January 1, 1948, was legitimately received 
under a valid Board order and they were devoted, as reflected in the 
carrier's working capital, to the domestic operations. But a proposed 
adjustment in C&S" investment does not deprive the carrier of working 
capital or reduce his working capital. The carrier had these funds for 
its own use during and since the 1948-1951 period; moreover, it has had 
the funds interest free available to use in purchasing equipment as well 
as for other uses and has thereby avoided the need to raise the funds 
from other sources. The carrier's only "loss" is the return on money 
which the government, and not C&S, has supplied as working capital. 
Accordingly, there will be eliminated from C&S' average domestic in- 
vestment during the offset period working capital in the amount made 
necessary by the excess mail pay hereinafter found to exist. 


Pursuant to a request made by Bureau Counsel, Delta submitted 
data showing the expenditures of C&S in the 1948-1951 period for con- 
tributions to charitable enterprises and memberships in social organi- 


zations. The purpose of the request was to identify the amount of these 
expenditures so that they could be eliminated from C&S expenses in ac- 
cordance with Board policy. The data submitted by Delta represented 
system expenditures, not just expenditures in domestic operations. 
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However, in his exhibits, Bureau Counsel disallowed the entire amount 
in domestic expenses. On brief, Bureau Counsel concedes that Delta 
is correct with respect to its allocations of total system contributions 
in the amount of $1, 000 per year for international operations. This 
amount will be incorporated in the adjusted break-even need for the 
domestic operations of C&S. : 

On July 1, 1952, C&S established a pension plan for employees 
which provided benefits for service prior to that date rendered by the 
employees covered by the plan. The cost of these benefits ‘related to 
services performed prior to the effective date of the plan was being 
funded by C&S by installment payments computed on the basis of the 


determination of an independent actuary. Since the merger, these 


payments have been continued by Delta. 

Delta claims that a total of $359, 000 of these past- service costs 
attributable to past services of employees prior to July 1, 1952, must 
be included in the C&S expenses for the 1948-1951 period in determin- 
ing the carrier's earnings for that period in this proceeding. Bureau 
Counsel, on the other hand, contends that these costs relate to the 
future and should be treated entirely as future costs for the periods 
after July 1, 1952. 
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. the decision here with respect to the past-service costs of 
C&S' employees pension plan is controlled by prior Board precedent. 
It is the Board's policy that past-service expense is, from an economic 
and rate-making standpoint, attributable to the period after the instal- 
lation of a pension plan and not to the years during which "past serv- 
ices" were performed. The Board has consistently so treated past- 
service costs in prior rate cases in requiring that the costs be amor- 
tized into the future. In the Tentative Statement in American Overseas 
Airlines, Inc., Mail Rates, Order No. E-2731, April 19, 1949, 397 the 
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Board defined its views of such costs: 

"The current cost of employee retirement plans is a proper 
element of cost when reasonable in amount, for mail rate-making 
purposes and has been so recognized in previous decisions. Past 
service premiums also are a proper element of cost but do not 
apply in their entirety to the period under review. Insofar as 
past service premiums represent a cost, substantial benefits 
from which will accrue to the future morale in the form of im- 
proved and decreased turnover of employees, they may appropri- 
ately be deferred and amortized over the period in which benefits 
will be realized." 

Again, in rejecting a Pan American claim that such costs were 
not current, but related to past periods, the Board said: 

"past service premiums may in a sense be regarded as part 
of past period compensation and, therefore, if related to a past 
period for which a final rate was in effect, as properly charge- 
able to surplus. This view has had considerable support in the 
utility field. [Citing cases] We have, however, previously rec- 
ognized that even though on their face such premium payments 
might be considered compensation for past services, they are in 
fact part of the cost currently required to retain the services of 
veteran employees and as such properly chargeable to current 


operating expenses."" Pan American World Airways, Inc. Latin 
American Division, Mail Rates, 12C.A.B. 250, 251-52 (1950). 
This view was reaffirmed as recently as 1952 in the Board's final dis- 


position of the Panagra mail rate case. Pan American-Grace Airways 

SS SS ep ea eae tn eee 
Inc., Mail Rates, Order No. E-6555, June 27, 1952.— Delta's claim 
with respect to past 


39/ This Tentative Statement has never become final as such but the 
language has been cited by the Board with approval in later cases dis- 
cussed in the text. In the final disposition of the AOA case, this ex- 
pense was not in issue and, accordingly, there is no mention of it in 
the final opinion disposing of the proceeding. Transatlantic Final Mail 
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Rate Case, Order No. E-8833, December 20, 1954; Order No. E-9530, 
August 30, 1955. 

a See also, Braniff Airways, Inc., Mail Rates, 4C.A.B. 588 ® 
1954). 


[2600] 
service pension costs cannot therefore be allowed in C&S' break-even 
need. 

The Postmaster General proposes an adjustment to C&S' reported 
depreciation expense for its Constellation (L-649) aircraft for the en- 
tire period from the date of inauguration of service with that equipment 
through the end of the offset period to reflect a seven-year service life 
rather than a five-year life on which C&S reported its depreciation. 

The proposed recalculation of the depreciation expense pack to 1950, 
when these aircraft were put into service, would decrease that expense 
by the amount of $133, 000 without consideration of any tax saving which 
might be involved. Delta and Bureau Counsel oppose the proposed ad- 
justment. | 

It is not contested that the proper service life of the equipment 
for mail rate purposes is seven years rather than five, a | Issue is 
taken with the Postmaster General's position, not because of disagree- 
ment with that principle, but because an adjustment to depreciation 
such as he suggests would readjust the book value of the aircraft which 
the Board relied upon for the 1951 domestic rate period now closed 
and because such an adjustment will result in the disallowance of the 
amount of the depreciation expense in question rather than its deferral 
as is normally the case with service life adjustments. 

The purpose of a depreciation expense allowance in the mail rate 
is to permit a carrier to recover its investment in assets employed in 
the business and ultimately retired, 22/ Service lives for depreciation 
assets are fixed to preclude the carrier from recovering the cost of 
the assets before the asset is retired and to preclude excessive charges 
to the mail rate during the early years of use of the assets, 49/ Depre- 


ciation adjustments normally are intended to spread a carrier's recovery 
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of its costs over the proper service life. The effect of such adjustments 
is not to deprive the carrier of its recovery, but merely to postpone it. 
And, normally, this can be accomplished by spreading the cost to be 
covered over the remaining life of the asset from the date a mail rate 
initiated. 

This case is not a normal one, however. In effect, this case in- 
volves an open period from 1948 to 1951, which is closed at both ends, 
i.e., the rates for both the earlier and the later periods are now final. 
Consequently, an adjustment to depreciation on equipment in service 
beyond the end of the offset period cannot be spread over the remaining 
life of the equipment. 

In accordance with its customary policy, the Board fixed the rate 
for the next succeeding period (October 1, 1951 forward) on the basis 
of the book value of the aircraft in question as shown on the carrier's 
books as of 


4i/ The Board has repeatedly found that the minimum service life of 


—_ 
: 


post-war equipment types is seven years for mail rate purposes. See, 
e.g., Pan American World Airways, Inc., Latin American Division, 
Mail Rates, Order No. E-7650, August 19, 1953, p. 10, and cases 
cited therein. 

42/ E.g., Northwest Airlines, Inc., Mail Rate - Route No. 45, 2 
C.A.B. 827, 831-34 (1941). 

ra See e.g., Delta Air Lines, Mail Rates, 9C.A.B. 645, 653 
(1948). 
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September 30, 1951. This means that the Board relied on the expense 
charged by the carrier on its books prior to October 1951 to fix a lower 
rate than would have been fixed had the Board made an adjustment retro- 
actively to 1950. In other words, had the Board then done what the Post- 
master General now proposes and readjusted the book value of the air- 
craft back to 1950, C&S would have been entitled to higher mail pay for 
the period from October 1, 1951 forward because of the higher depre- 


ciation expensen= Moreover, to make an adjustment in the Constel- 


lation depreciation expense for the period through October 1, 1951, 
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would nullify the findings the Board made as to the proper depreciation 
expense after that date, although the Board has no authority at this 
point to increase that rate by a corresponding adjustment. : 

Any adjustment to the Constellation depreciation expense through 
October 1, 1951, would have the same effect as retroactive adjustments 
which the Board has consistently refused to allow. 22/ What the Post- 
master General wishes to do here is the converse of the normal retro- 
active adjustment, i.e., transfer expense from an open period (1950- 
1951) to a closed period (after 1951). This would likewise appear to be 
inconsistent with Board policy, for while in the usual situation a carrier 
would recover more than its original cost through the rate by a retro- 
active adjustment, in this case it would recover less. The same prin- 
ciple should cover both instances to assure that the carrier recovers 
no more, but at the same time, no less than its total cost. 2° The ad- 
justment that the Postmaster General would make would result in deny- 
ing recovery of the full cost from the rate payer because the amount 
"disallowed" could not be spread over the remaining life of the equip- 
ment. While this course also conflicts with the well-established policy 
against allowing recovery of depreciation short of the normal service 
life span, the crucial factor involved is the reliance on the carrier's 
reported depreciation in fixing domestic rates for the period beginning 
October 1, 1951, now beyond the power of the Board for further ad- 
justment. The conflict must therefore be resolved in favor of the pol- 
icy against retroactive adjustments in depreciation expense in the pres- 


ent situation. 


The fact that this is an offset case has no bearing on the problem 


44/ It Should also be noted that, in the rate proceedings for the fix- 
ing of Delta's rates following the merger, the profit realized by Delta 
on the sales of the C&S Constellations is being used to reduce Delta's 
mail pay requirements for the period after May 1, 1953. The down- 
ward adjustment in Constellation depreciation as now proposed by the 
Postmaster General would, of course, increase the book value of those 
aircraft correspondingly and reduce the amount of profit on their sale. 
(Provisional Statements, issued May 1, 1953, and September 21, 1953, 


[2601] 


98 —A-  ————————___—_—_ 


for Delta’s domestic and international rates for May 1, 1953 forward, 
Orders Nos. E-7531, E-7738 and E-7739; see also: Orders Nos. E- 
9685 and E-9686, issued October 25, 1955, Dockets Nos. 6109, and 
6110). 

45/ E.g., Transatlantic Final Mail Rate Case, Order No. E-8833, 
December 20, 1954, pp. 116-17. 

46/ Cf. Continental Airlines, Inc., Mail Rates, Order No. E-5934, 
December 11, 1951 (Provisional Statement), Order No. E-5793, De- 
cember 27, 1951 (Final Order). 
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except to the extent that this is probably the only type of proceeding 
where the situation could arise. One of the basic assumptions of the 
Board's policy against adjustments of this sort which have the effect of 
retroactively altering final rates and profits or losses reflected under 
such final rates is that reliance is placed on final rates in every phase 
of the Board’s regulatory duties. No action today can reduce the rate 
effective October 1, 1951, or increase C&S' earnings under that rate 
as would be required if any adjustment to prior depreciation were made. 
The carrier is bound by that rate. It follows that other parties to that 
mail rate proceeding must likewise be bound. 

The Postmaster General contends that because Delta's rate is 


open from May 1, 1953 forward, 41/ any adjustment made to C&S' re- 


ported depreciation can be deferred and reflected in the Delta rate as 
depreciation expense on the same equipment. Even assuming that it 
were possible to make such an adjustment, such a transposition of the 
books and expense accounts is unwarranted. While it would permit the 
carrier to recover the amount directly disallowed, it would not permit 
it to recover the amount lost, because the Board fixed a lower domestic 
rate effective October 1, 1951, in reliance on the higher earlier depre- 
ciation charges made by C&S. This would be true even if the offset 
period extends through July 31, 1952, for that same lower domestic 
rate continued in effect beyond that date until May 1, 1953, and nothing 
can be done at this time to alter it. Under the circumstances, no ad- 
justment will be made to the Constellation depreciation expense in this 
proceeding. 
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The problem of the appropriate rate of return to be applied in 
determining the amount of excess domestic earnings to be offset, if 
any, will be analyzed next. 

Bureau Counsel urges that C&S' domestic earnings in excess of 
an 8-percent return on recognized investment during the period Jan- 
uary 1, 1948 - September 30, 1951, were not needed by the carrier 
and should be used to reduce the international rate. Delta'claims that 
C&S had need for all the domestic earnings actually received and that 
no fixed percentage of return can be applied in determining the domes- 
tic need of C&S. The Postmaster General contends that all of C&S’ 
domestic earnings in excess of a 7. 4-percent return for the period 
January 1 - September 30, 1951, and an 8-percent return thereafter 
until July 31, 1952, must be offset. | 

As already noted, the Board, in its original decision in this 


matter, did not find that C&S had received excess earnings. Neither 
did the Board reach any specific conclusions in that decision as to 
what standard or measure should be used under the circumstances of 


this proceeding in determining the level of earnings which should be 


found to be within the carrier's needs. 48, 


41/7 Dockets Nos. 6109 and 6110, supra. 

%/ The "need" of C&S to be determined in this proceeding involves 
more than a mere mechanical offsetting of earnings of one division of 
a carrier against another on the basis of a predetermined rate of re- 
turn. What must be established are the fair and reasonable overall 
requirements of the carrier as revealed by the record of this reopened 
proceeding. The Board has recognized the necessity of a fresh look at 
the carrier's overall need. Delta Air Lines, Inc., Mail Rates, Docket 
No. 6110, Provisional Statement, E-77 38, September 21, 1953, p. 6, 
fn. 10. See also Braniff Airways, Inc., Mail Rates Docket No. 7124, 
Mimeographed Opinion, Order E-7815, pages 7-8, fn. 9. 
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The courts likewise did not decide that C&S had necessarily re- 
ceived excess earnings. Nor did they decide that earnings above any 
particular level of return on investment, either for C&S' domestic 
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operations or for its system, represented excess earnings. That de- 

termination is an administrative one and is vested by law in the Board. 
x * * * * OK 

The appropriate annual rate of return to be allowed in a mail 
rate proceeding is jn substantial measure a matter of agency judgment. 
Controlling that judgment in significant part, however, is the long- 
established and universally recognized principle that a fair rate of re- 
turn is one in which a utility is able to attract new capital on reason- 
able terms. This principle implies no guarantee of earnings adequate 
to secure additional capital; it does mean an opportunity to earn such a 
return under honest, economical, and efficient management. 

* * OK * Ox 

Both Bureau Counsel and Delta have in this proceeding submitted 
evidence based on the cost-of-capital approach to the rate-of-return 
issue. Both agree that the method has substantial relevance to that is- 
sue, but there is no agreement as to its proper application to the facts 
of this case. The disagreement forges upon two factual questions: (a) 
should a composite rather than a differentiated rate of return be applied; 
and (b) which carriers should be considered in calculating the earnings/ 
price ratios to be relied upon in estimating the cost of common-stock 
equity ? 

Delta contends that the proper approach to the determination of 
the cost of capital is the use of C&S' own capital structure, which would 
result in what is known as a differentiated rate of return. Using the 
earnings/price ratios of a group of selected and allegedly comparable 


carriers, © and applying the Big Four costs on debt and preferred 


stock and the average equity cost for said selected class of carriers 
to C&S' capital composition for the years 1947-1950, Delta arrives at 
a return of 15.13 percent. Bureau Counsel, on the other hand, used 
the Big Four earnings/price ratios and the Big Four capitalization to 
arrive at the overall rate of return. His overall rate of return is a 
composite of approrpiate rates applicable to the debt, preferred stock, 
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and common stock, plus the surplus components of the total invest- 


ment for the Big Four. The rates developed by Bureau Counsel for 
each component of the total investment are combined, first, on the 
basis of the average capital structure of the Big Four during the 1949- 
1954 period, and, second, on the basis of the average capital structure 
of the Big Four as of June 30, 1954. Based on the Big Four average 
capitalization for the years 1949-1954, the return calculated by Bureau 
Counsel was 7.90 percent and based on the Big Four average capitali- 
zation as of June 30, 1954, the return arrived at by Bureau Counsel 
was 8.49 percent. 


627 The group includes C&S, Delta, Braniff, National, Continental, 
Mid-Continent, and Capital. 
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While C&S' capital was almost all in the form of common stock 
during the 1947-1950 period used by Delta for its differentiated rate- 
of-return study and thus markedly different from the capital composi- 
tion of the Big Four, sks the issue here is controlled by the Board's 
recent decision in the Transatlantic Final Mail Rate Case, rejecting 
the differentiated return concept as inappropriate for the airline in- 
dustry. 04/ The Board considers it unsound to base a rate of return 
on the experience of a single carrier. Moreover, with one exception, 85/ 
the Board has consistently used the undifferentiated rate of return for 
various classes of carriers. Under the circumstances, it is necessary 
to develop a composite rate of return in this proceeding by applying the 
rates on each capital component to an appropriate and representative 


capital structure. 
* ok 


63/ A debt-equity ratio of approximately 38-62 percent. 

64/ E-8833, December 20, 1954, p. 92. 

=) Capital Airlines, Inc., Mail Rates, 10C.A.B. 705, 724-25 
(1949). 


eee a 0 ————————— 
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_ . . For reasons already noted in the findings made on the question of 
the differentiated rate of return, the earnings/price ratio derived by 
Delta for the seven intermediate-size carriers must be applied to the 
average capital composition of the carriers in C&S' class, rather than 
to C&S' own capital composition. The determination of the earnings/ 
price ratio for the seven selected carriers requires the inclusion of the 
calendar year 1948, which is a part of the offset period here under re- 
eno From C&S' Forms 41 to the Board, it appears that C&Ss' in- 
terest rate on borrowings during a part of the 1948-54 period was only 


2.5 percent; but since the average rate for the intermediate-size car- 


riers aS a group was approximately 3.5 percent, the latter figure will 
be allowed on the debt portion of the average capital structure relied 
upon. Finally, there is evidence in the record that C&S' actual flotation 
costs for the years 1940, 1943, and 1956 were 10. 7 percent and thus 
considerably higher than the 8. 0-percent figure used by Bureau Counsel. 
Average flotation costs for the domestic trunkline carriers have, how- 
ever, decreased in recent years. The most recent experience of C&S 
(8.88 percent in 1946) and Delta (9 percent in 1952) confirms this view. 
Under the circumstances, an allowance of 9 percent for flotation costs 


68/ 


appears reasonable. — 
* ke Xx * * * 


While the cost of capital is but one test of a reasonable rate of 
return - - albeit an important one - - other evidence available forms a 
more complete measure of the fair and reasonable rate of return for 
C&S during the years covered by the offset period. 


s eady noted, the Postmaster General would rely upon pre- 
determined rates of return (7. 4 percent in the 1948 rate and 8 percent 
in the 1951 rate) for the purposes of determining the amount of domestic 
earnings to be offset during the 1948-51 period; he opposes the cost-of- 
capital analysis as an index of an appropriate rate of return. But the 
appropriate rate of return for C&S in this proceeding cannot be deter- 
mined by the application of the hypothetical return forecast used for the 
carrier in fixing future rates in 1948 and in 1951. Its return requirement 
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must be determined in terms of the evidence in the instant case. The 
Postmaster General made no effort to do that. However, if air-carrier 
costs of capital are to be used, the Postmaster General would limit the 
data to the period coterminous with the offset period. It would for ob- 
vious reasons be unsound to measure a carrier's needs for earnings in 
terms of the cost of money to the airline business for the short span of 
years contended for by the Postmaster General. 

68/ This allowance is consistent with the Board's finding in the Trans- 
atlantic Final Mail Rate Case (Order No. E-8833, December 20, 1954, 
pp. 91-92) that an 8-percent allowance was sufficient for the purposes 
of that proceeding, in the light of the industry averages, because Pan 
American and TWA could be expected to float larger-than-average is- 
sues. There is no evidence that Delta, or the other carriers of the 
selected carrier group, will be floating larger issues than the industry 
average. Moreover, the average flotation costs for the intermediate 
carriers as a group have exceeded 9 percent. 
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Finally, Bureau Counsel's basic position that C&S should be held down 
to an 8-percent return largely because in fixing rates in the normal 
domestic case for other carriers the Board has found that such a return 


covers their needs, is clearly inconsistent with his basic premise that 


the need" of a carrier must in all circumstances be determined in 
terms of the experience of the individual air carrier. The fact is that 
the Board has fixed future rates in the normal domestic case almost 
without exception on a basis designed to yield the same rate of return 
to all carriers. The "needs" of each have generally been regarded as 
requiring generally the same level of earnings. 
* Ok Ok * OK OK 

The only other issues that remain for disposition relate to certain 
adjustments in C&S' Federal income taxes for the calendar years 1950- 
52 and to the tax effect on Delta of any refund ordered in this proceeding. 

The United States Internal Revenue Service is proposing certain 
adjustments to C&S' Federal income tax returns for the calendar years 
1950, 1951, and 1952, which would result in increases in C&S' taxes of 
$121, 858 for 1950 and $55, 669 for 1952, anda decrease of $312 for 1951. 
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These dollar amounts are Delta's computations of the effect of the posi- 
tion which has been taken by the Internal Revenue Agent reviewing C&S" 
returns for those years. It is Delta's opinion that the ultimate disposi- 
tion of the matter by the Internal Revenue Service will result in the as- 
sessment of approximately $177, 215 in additional taxes for the three 
years in question. 

The present status of the matter is that Delta has requested the 
Internal Revenue Service to proceed to issue a Notice of Deficiency (a 
so-called "90-day letter") making whatever additional assessments the 
Service has decided upon. Delta expects that the proposed additional 
assessments in the amount of $177, 215 will be reflected in the Notice 
of Deficiency. * After the issuance of this Notice, Delta has 90 days 
within which to file a petition with the Tax Court for a redetermination 
of the deficiency; if such a petition is not filed, the deficiency must be 
paid. 

It is clear that any deficiency assessments made in C&S' income 
taxes for the years 1950-52 paid by Delta will reduce the level of C&S' 
earnings to be considered in determining the existence of alleged ex- 
cess earnings during those years. While the 90-day letter of these as- 
sessments has not yet been issued, the record in this proceeding is be- 
ing held open to receive it in evidence, with the understanding between 
the parties that such action of itself does not constitute an agreement 
that the normal course of this proceeding will be delayed pending the 
receipt of that letter. It is Delta's position that either (a) the subse- 
quent steps in this proceeding 


*The Notice of Deficiency actually assessed a deficiency of $1, 391, 953 
for the taxable years 1950 through April 30, 1953. 


[2607] 
must be timed, or (b) any final order of the Board must be framed, so 


that, if excess earnings are found to exist, the amount thereof will not 
include nonexistent earnings eliminated by the additional tax assess- 
ments for the calendar years 1950-52. 
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In view of the foregoing, no action can be taken on Delta's claim 
with respect to the additional tax assessments until there is positive 
evidence that Delta will in fact pay the increased taxes. Such a deter- 
mination will also involve an allocation of the claimed additional taxes 
as between domestic and international operations; the proper adjust- 
ment arising from the disallowance of the credit for foreign taxes during 
the years of the claimed additional Federal income taxes; and a resolu- 
tion of certain discrepancies in the data filed by Delta in support of its 
claim, including the difference between the foreign income tax credits 
disallowed and those claimed in the carrier's tax returns as well as 
tax adjustments arising out of proposed changes by the Internal Revenue 
Service in the depreciation rates of certain shop and hangar equipment. 
If the increased taxes to be paid by Delta cannot be estimated prior to 
the time for final disposition of this case, a provision for a later allow- 
ance of the amount of increased taxes to be paid by Delta needs to be 
made in the final order to be entered in this proceeding. -°/ 

With respect to the tax effect on Delta of any mail pay refund 
ordered in this case, Delta, on the one hand, and Bureau Counsel and 
the Postmaster General, on the other hand, take opposing views over 
the determination of the amount to be allowed for taxes in estimating 
the domestic earnings available to reduce the international need. The 
issue arises from the fact that the normal tax consequences of a refund 
of excess mail pay may not be realized by Delta or C&S upon refund of 
the excess mail pay determined for the purposes of this proceeding. 

It is Delta's position that a refund of excess mail pay as a result 
of this proceeding will not result in any tax saving, either to C&S or 
Delta. The Postmaster General appears to treat the tax consequences 
of any repayment of excess mail pay as a tax reduction which would have 
accrued had C&S not merged with Delta. It was also Bureau Counsel's 
initial position in this case that any refund of excess earnings ordered 
by the Board will be deductible from gross income in Delta's Federal 


income tax return for the current year in which the refund is made; 
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that this deduction will reduce Delta's taxes in that year to the extent 
of the tax on that amount of income; and that the tax saving can be com- 


puted by considering the refund of excess mail pay as a deduction under 


a 52-percent tax Eee In-other words, it was Bureau Counsel's 


original view that the refund will give rise 


76, 6/7 See Pan American World Airways, Inc., Latin American Divi- 
sion Mail Rates, Order No. E-7495, June 19, 1953. 

This was an application of the Board's customary policy of re- 
flecting all tax consequences of a retroactive mail pay adjustment in 
the amount of such adjustment. See, e.g., Transatlantic Final Mail 
Rate Case, Order No. E-8833, December 20, 1954, p. 51, in. 72 
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to tax credits for Delta which must be offset by recapture of additional 
sums from Delta and his proposed deduction under a 52-percent tax 
rate was based on the assumption that the excess mail pay repaid would 
be a deduction for tax purposes in the year 1955. 

The Office of the Commissioner of Internal Revenue, however, has 
formally ruled that any refund of excess C&S earnings which Delta is re- 
quired to make in this proceeding would not constitute an allowable de- 
duction from gross income in Delta's Federal income tax return. The 
ruling classifies such a refund as a capital expenditure and views it as 
constituting an additional cost of, or investment in, the assets acquired 
by Delta from C&S through the merger. 

In light of the aforesaid ruling obtained by Delta from the Internal 
Revenue Service, Bureau Counsel has suggested an alternative possibil- 
ity for treatment of the tax effect of any repayment of excess mail pay 
in this proceeding, namely: that tax savings will be realized by Delta 
because of the increase in the tax basis of the assets acquired by Delta 
from C&S resulting from the refund of mail pay on behalf of the latter 
carrier. Specifically, it is Bureau Counsel's contention on brief that 
despite Internal Revenue's ruling that any refund is not deductible from 
gross income, Delta should be required to pay the full amount of the 
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tax credit which would have resulted had any refund been deductible. 
In support of this contention, Bureau Counsel argues that (a) the Board 
should not regard the ruling of Internal Revenue as final, or (b) even if 
it is taken as final, the tax basis of assets acquired by Delta in the 
merger will be increased, thus decreasing Delta's taxes either through 
increased tax depreciation of the assets acquired or through a decrease 
in the amount of gain on the sale of any of these assets. 

With respect to the finality of the ruling rendered to Delta by In- 
ternal Revenue, it is clear that that ruling should be treated as final. 
In the recent Transatlantic Final Mail Rate case/8/ the Board indicated 
that it would rely on a formal ruling of the Internal Revenue Service as 
determinative of the issue of the amount of a carrier's tax liability. 
Delta has secured such a ruling in the present case and it should be ac- 

corded the same controlling status. : 

Internal Revenue's treatment of any refund ordered in this pro- 

ceeding as a part of the price paid by Delta for C&S' assets does not 


mean that no future tax benefits will be realized by Delta from such re- 
fund. 


Under the Delta-C&S agreement of merger, Delta paid for the 
C&S assets by exchanging $10, 012, 000 in 5 1/2-percent convertible 
subordinated debentures for the outstanding common stock of C&S. 
This figure represented 143 percent of the net book value of C&S as of 
March 31, 1952. In other words, : 


78/7 Docket No. 1706 et al., Order No. E-9530, meu 30, 1955, 
Mimeographed Opinion, P. 41, fn. 59. 
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the $10, 012, 000 principal amount of debentures (unadjusted) exceeded 
by $3, 012, 000 the net book value of C&S as of that date. The assets 
of C&S for which the $10, 012, 000 was paid break down as follows: (a) 
physical assets, $7,000,000; (b) intangibles, $3, 012, 000. ‘The excess 
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of the book value of C&S' assets and the principal amount of the deben- 
tures issued were amortized over the 20-year life of the debentures. 

The amount of the debentures originally issed by Delta in the 
merger in exchange for C&S' assets was thus substantially in excess 
of the book value of those properties. In filing two Federal income tax 
returns since the merger and in the process of preparing 2 third, Delta 
has allocated to specific units of tangible property purchased from C&S 
a portion, but only a portion, of the excess of the merger price over 
the C&S book values. Delta states that it allocated such part of the ex- 
cess value already represented by the original merger price as it felt 
could be reasonably supported before the Internal Revenue Service and 
that there still remains excess value in that price which it has not been 
feasible to assign to specific properties for tax purposes, even without 
the addition to the excess value of the increase in the merger price re- 
sulting from any refund in this proceeding. From the foregoing, Delta 
argues that the addition of any refund as a result of this proceeding to 
the price paid for the assets of C&S in its merger arrangements with 
Delta cannot lead to future tax saving by an increased valuation of the 
C&S properties. 

EXCERPTS FROM EXAMINER 


STODOLA'S INITIAL DECISION 
OF JUNE 20, 1957 


This is the second phase of mail rate proceedings on remand re- 
sulting from the setting aside of an order of the Civil Aeronautics Board 
in the so-called "offset case", Summerfield v. Civil Aeronautics Board, 
207 F. 2d 207 (C.A.D.C., 1953), affirmed sub. nom. Delta Air Lines 
v. Summerfield, 347 U.S. 74 (1954). 

Delta Air Lines, Inc., (Delta) is the successor, through merger, 
to Chicago and Southern Air Lines, Inc., (C&S). 

On September 6, 1956, the Civil Aeronautics Board ordered the 
record in the above-entitled proceeding reopened for further hearings 
on the question of the proper rate level for the international operations 


of 
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C&S for the period December 16, 1950 through July 31, 1952. 2/ 

By way of brief background, the Board has in the past fixed sep- 
arate mail rates for the domestic and the international operations of 
C&S. On October 18, 1951 (by Order No. E-5793) the Board fixed 
final mail pay rates for the international division of C&S for a past 
period from November 1, 1946 to December 15, 1950, and for a future 
period from December 16, 1950.2/ The Postmaster General of the 
United States sought judicial review of this order on the grounds that 
the Board had declined, for policy reasons, to offset against the level 
of the international mail rate alleged excess earnings realized from 
C&S' domestic operations under a previously established mail rate.» 
The United States Court of Appeals for the District of Columbia Circuit, 
in Summerfield v. Civil Aeronautics Board, supra, affd. sub nom 
Delta Air Lines v. Summerfield, supra, agreed with the Postmaster 
General to the effect that, although the Board may fix rates separately 


for different operating divisions of the carrier, the end result of fixing 


mail rates for a carrier must conform to the need of the carrier asa 
whole. Accordingly, the Circuit Court of Appeals for the District of 
Columbia found that the failure of the Board to make the offset was at 
variance with the provisions of section 406(b) of the Civil Aeronautics 
Act, set aside the order establishing the mail pay for the international 
division, and remanded the case to the Board, with directions to deter - 


mine and fix the rate in accordance with its opinion. 


17 Order No. H-10595. By Order No. E-10705, issued on October 
25, 1956, the Board denied a petition for the reconsideration filed by 
Delta on September 27, 1956, requesting in effect that the Board set 
aside its Order No. E-10593. Delta thereafter prepared and filed 
with the Court of Appeals for the District of Columbia a petition for 
review of Order No. E-10593. ‘By motion filed on November 5, 1956, 
Delta requested a postponement of all further procedural steps in this 
reopened proceeding until such time as the Court has had an opportunity 
to review Order No. E-10593. By Order No. E-10822, issued on De- 
cember 5, 1956, the Board denied Delta's appeal from the Examiner's 
ruling denying its motion for deferfnent of further procedural steps in 
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this matter. By Order dated January 8, 1957, the Court dismissed 
Delta's petition for review. Delta Air Lines v. Civil Aeronautics Board, 
C.A.D.C. No. 13, 1954. 

2/ Chicago & Sou. A. L., Latin American Mail Rates, 14C.A.B. 
681. Following 2 proceeding initiated by the Board, the Board on Oc- 
tober 22, 1952 (by Order No. E-6908) established a new final mail rate 
for the Latin American route of C&S for the period on and after August 
1, 1952. 

3/ Chicago and Sou. A.L., Mail Rates, 9C.A.B. 786 (1948). The 
Board therein fixed a retroactive mail rate for the years 1946 and 1947 
for the domestic operations of C&S and a prospective rate for those op- 
erations commencing January 1, 1948. Following a proceeding initiated 
by the Board, new final mail rates were established by the Board on 
December 19, 1951, for the domestic operations of C&S on and after 
October 1, 1951. Capital, C&S, Robinson-Final Mail Rates, 14C.A.B. 
1074. 
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Subsequently, the Board reopened this matter for further proceed- 
imngse The issue agreed upon in the reopened proceedings entitled 
Reopened Delta-C&S Mail Rate Case, as these present further reopened 


proceedings are also styled, concerned the amount of earnings, if any, 


from the domestic operations of C&S to be offset against the rate estab- 
lished for the Latin American route of C&S by Order No. E-5793, dated 
October 18, 1951. The case proceeded with the basic issue of the de- 
termination of the amount of excess earnings from the domestic division, 
if any, by which the international rate should be reduced. This issue did 
not include the question of the earnings actually realized by the interna~ 
tional operations of C&S during the effective period of Order No. E-5793. 
The mandate of the Court did not appear to direct the Board to redeter- 
mine the international rate. No party to the proceeding contended during 
the prehearing conference, or at any time during the course of the pro- 
ceeding, that the future period international ratein effect from December 
16, 1950, through July 31, 1952, should be re-examined to determine 
the actual return received thereunder by the carrier. It was believed 
that the level of the international rate had been laid at rest. 

Hearings were held on the above issue in September, 1955. There- 
after briefs were filed with the Examiner, and on December 16, 1955, 
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the Examiner issued his Initial Decision. That decision held the total 
mail compensation proposed for C&S in Order No. E-5793, dated Oc- 
tober 18, 1951, e for the carrier's international services, should be 
reduced by the amount of $783,000. This reduction resulted from off- 
setting available excess earnings of the carrier under its domestic mail 
rates for the period January 1, 1948, through September 30, 1951, plus 
estimated tax savings accruing to the carrier from such offset. 

On February 24, 1956, five days before the date set for oral argu- 
ment in this matter, the Board, on its own initiative, raised the follow- 
ing additional issue: | 

Whether the Board must as a matter of law, or should as a 
matter of policy, establish the mail pay rate for Chicago and 

Southern's international operations for the period December 16, 

1950, through July 31, 1952, on a past period cae using actual 

operating results during that period." 

In its Notice proposing the additional issue the Board asked the 
parties to present oral argument on that question, to be held on Febru- 


ary 29, 1956, and also granted permission to the parties to file supple- 
mental briefs limited to the above-stated issue. : 
A majority of three Members of the Board, two Members dis- 


senting, made a final determination in Order No. E-10593, supra, that, 
as a matter 


47 Order No. E-8202, March 30, 1954. 
5/ 14C.A.B. 681, supra. 
6/14C.A.B. 681, supra. 
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of law, the Board can and must redetermine the mail rates for the in- 
ternational division of C&S at this time for the period December 16, 
1950, through July 31, 1952, ona past period basis, and that the Board's 
prior determination of the international rate, based in part upon fore- 
casts, could no longer stand. The majority stated, inter alia, that the 
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Board is authorized to open the proceedings to redetermine C&S' inter- 
national rate on a past period basis pursuant to the mandate of the Court 
in Summerfield v. Civil Aeronautics Board, 207 F. 2d 207 (1953); that 
even if it is not so authorized by the mandate, the Board may still re- 
determine C&S' international rate on a past period basis on the author- 
ity of F.C.C v. Pottsfield Broadcasting Co., 309 U.S. 134 (1940); and 
that the Board has no discretion to decline to make such a redetermina- 
tion, even if it wanted to do so, in view of the decision in West Ohio Gas 
Co. v. Public Utility Commission, 294 U.S. 79 (1935). 

A prehearing conference in these further proceedings, reopened 
by Order No. E-10593, supra, was held on October 3, 1956. These 
further proceedings are limited primarily to the question of the proper 
rate level for the international operations of C&S for the period Decem- 
per 16, 1950, through July 31, 1952. 

The issues governing in this instant phase of the reopened pro- 
ceedings, are set forth in the Report of Prehearing Conference, served 


on October 9, 1956, and in a Notice to all Parties, dated October 16, 
1956, dealing with the parties’ exceptions to the Prehearing Conference 


Report. In addition to the principal issue of the proper rate level for 
C&S" international operations during the review period, certain sub- 
sidiary issues were also established. 

While matters heretofore litigated with respect to the question of 
the amount of earnings, if any, on the domestic operations of C&S to 
be offset against the rate for the carrier's international route were ex- 
cluded from this phase of the reopened proceedings, each party was 
permitted, in submitting data with respect to the proper international 
rate for the period December 16, 1950, through July 31, 1952, to show 
how such information affects or changes data already submitted on the 
carrier's domestic earnings available for offset. This ruling extended 
to the question of domestic earnings to be offset both prior to and after 
September 30, 1951. In other words, each party was permitted to pro- 
pose adjustments to data already received in the domestic earnings 
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phase of this case to make possible a determination of the carrier's 
mail pay adjustments based on the need of both the domestic and 
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international operations of C&S during the review period established by 
the Board. 4 

Public hearings in this further reopened matter were held in Jan- 
uary and February, 1957. Briefs were filed by Delta and by Counsel 
for Bureau of Air Operations of the Board. The Postmaster General 
did not file a brief. | 

Pursuant to the Court's mandate the Board said it must establish 
a new international rate for C&S for the period November 1, 1946 
through July 31, 1952, to replace the rate set aside by the Court. In- 
asmuch as the period November 1, 1946 through December 15, 1950, 
has already been considered on a "past" basis, there is now no neces- 
sity to make any adjustment to the revenues, expenses, investment 
base and taxes previously recognized by the Board, except possibly 
for the two items urged for further consideration by Delta's motion of 
January 8, 1957 - - the pension plan costs affecting breakeven need 
and a tax deficiency affecting the tax level ~ - which have allegedly 
arisen since the determination of the "past" period and which will be 
disposed of later in these findings. © 


7/ On January 6, 195%, Delta filed a motion that it be ruled or pro- 
vided that the issues in this further reopened matter clearly include in 
the revision of the international rate established for C&S for the period 
November 1, 1946 through December 15, 1950, events which have oc- 
curred subsequent to, and hence were not considered in connection with 
the establishment of said rate in Order No. E-5793, dated October 18, 
1951, but which may directly affect the level of said rate. ‘Specifically, 
Delta's motion requested permission to submit evidence relating to new 
claims for mail pay arising from (a) a tax deficiency rendered by the 
United States Internal Revenue Service on December 16, 1955, and (b) 
a pension plan for employees established by C&S on July 1, 1952. It 
was agreed at the hearing by and between each party to this proceeding © 
that evidence would be received on the additional issues raised by Delta's 
motion of January 8, 1957, subject to the Examiner's findings on the 
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questions raised by said motion and subject, further, to final disposi- 
tion by the Board of said questions. To the extent that Delta requested 
consideration of the two transactions which have occurred subsequently 
to December 15, 1950 -- and hence were not considered in connection 
with the establishment of the international rate on October 18, 1951 -- 
its motion of January 8, 1957, has been granted. Findings on the merits 
of the questions raised by said motion are hereinafter made. 

8/ As previously noted herein, past period final rates have already 
been established for domestic operations for the period ended December 
31, 1947, (Order No. E-1825, July 18, 1948) and for the international 
operations through December 15, 1950, (Order No. E-5793, October 18, 
1951). In calculating the excess domestic earnings for the years 1948- 
1950, and for the 9 months ended September 30, 1951 (Initial Decision 
served on December 16, 1955, at pages 26, 58, and the Appendix there- 
to), the reasonableness of those earnings was determined to reflect the 
need of the carrier for the entire period under review in the earlier 
phase of this proceeding. 
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It is Delta's position that with regard to the earnings element for 
the new rate which the Board must establish in this phase of the pro- 
ceeding it is not possible to ignore the earnings for the period Novem- 
ber 1, 1946 through December 15, 1950, on the ground that the appro- 
priate level of earnings for the period from December 15, 1950 through 
July 31, 1952, may not be determined solely on the basis of results for 


such a short period of time. In other words, it is Delta's view that the 


Court's mandate requiring the establishment of a new rate to reflect 

the need of C&S as a whole demands a consideration of C&S' earnings 
for a reasonably extended length of time which must embrace at least 
the entire period November 1, 1946 through July 31, 1952. 2/ Accord- 
ingly, under Delta's view it makes no real difference whether as an 
administrative matter the level for the “past” period from November 1, 
1946 through December 15, 1950, is kept at the same level as that pre- 
viously established because it is important that the total dollar earnings 
included in the new international division rate for the period November 1, 
1946 through July 31, 1952, must be reviewed as to reasonableness in 
the determination of the need of the carrier as a whole. If such earnings 
were reasonable, as Delta contends, then under its view there would be 
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no justification for any revision to the earnings received by C&S under 
the previously established international rate. | 
* * * ok Ok 
Essentially the dispute between Delta and Bureau Counsel in sup- 
porting the limited period ordered reviewed by the Board, is a difference 
in the rate-making principles which are to be applied in reaching the 
need of the carrier as a whole. Bureau Counsel urges that the Examiner 
adhere to the Board's long-established 7 percent past-period rate of re- 
turn for the December 16, 1950-July 31, 1952 period under scrutiny 
here. Delta contends that C&S' earnings should be reviewed for a rea- 
sonably extended period of time in terms of the carrier's individual need 
and that such a review must in any event include at least the entire peri- 
od November 1, 1946 through July 31, 1952. Whatever the difference in 
approach and philosophy with regard to the rate-making principles to be 
applied in this proceeding, it appears clear that an appropriate ultimate 
finding must be reached on the need of C&S as a whole in terms of the 
carrier's system earnings. | 
During the final stage of the hearings and after Bureau Counsel's 
exhibits were revised to reconcile various discrepancies ascertained 
following the submission of exhibits in this proceeding, Delta contested 
only two major adjustments proposed by the witnesses for the Bureau of 
Air Operations which are related to breakeven need and 


9/7 In support of the above contention, Delta cites the Reopened Trans- 
atlantic Final Mail Rate Case, Order No. E-10117, decided March 23, 
1956, page 16, where the Board considered the earnings for the entire 
past period in question (1946-1953) even though there were particular 
portions of the period which it did not otherwise screen for possible 
disallowances because they had been reviewed in prior past mail rate 
proceedings. 
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investment. The Postmaster General did not contest any. ‘The two 
areas of dispute between Bureau Counsel and Delta, as well as the third 
and considerably more crucial area of disagreement between the two 
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parties relating to the overall need of the carrier, may be briefly 


stated. 15/ 


First, there is only one area of dispute as to breakeven need and 


that relates to the question of whether the breakeven need should be in- 
creased (and hence earnings decreased) to reflect certain costs incurred 
by C&S applicable to the period November 1, 1946 through July 31, 1952, 
pursuant to a pension plan adopted by the carrier on July 1, 1952. Bu- 
reau Counsel does not propose a pension cost disallowance for the peri- 
od July 1-July 31, 1952. 

Second, there is no substantial disagreement between the parties 
as to C&S' investment. The only dispute which does exist is whether, 
in the event a refund of excess mail pay is ordered, working capital 
should be reduced by the amount of the refund in determining the invest- 
ment upon which a return will be allowed. 

Third, the primary dispute between Delta and Bureau Counsel 
and the one which almost wholly controls the determination of excess 
earnings, if any, relates to the reasonableness of C&S' earnings. Delta 
contends that 


15/ Bureau Counsel proposes an adjustment of C&S' reported depre- 
ciation expense for Constellation aircraft (L-649) used in the interna~- 
tional operations during the period December 16, 1950 through July 31, 
1952, and in the domestic operation during the period October 1, 1951 
through July 31, 1952. The adjustment reflects a 7-year life for the 
equipment rather than the 5-year life on which C&S reported its depre- 
ciation. Bureau Counsel does not propose adjustments to C&S' reported 
depreciation expense for the L-649 aircraft used in domestic operations 
prior to October-1, 1951. Reference is hereby made to the Initial De- 
cision (pp. 32-36 thereof) served December 16, 1955 for findings on 
this issue as it was posed in the earlier phase of this proceeding. Al- 
though Delta appeared ready to oppose Bureau Counsel's proposed ad- 
justment reflecting a 7-year life for the L-649 equipment used in the 
international operations at the prehearing conference, it has since 
abandoned the contest on this question. Since the domestic rate fixed 
by the Board for the period October 1, 1951 forward -- (14C. A.B. 1075) 
-- is already based on a 7-year life, it is proper to adjust C&S' reported 
depreciation expense in accordance with that decision, which established 
a domestic rate that continued beyond our present review period. The 
L-649 aircraft were put into international service at the beginning of the 
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instant review period (December 16, 1950). The Board established a 
subsequent future rate for the aircraft place in the international serv- 
ice (Tentative Statement, Order No. E-5385, May 18, 1951; Final Or- 
der, 14C.A.B. 681) on the basis of a 7-year service life and therefore 
there is no retroactive adjustment problem. Accordingly, it is found 
that C&S' reported depreciation should be adjusted on the T+year life 
basis during the entire international review period here under consid- 
eration. 
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the earnings which it received under the previously established inter- 
national rate were reasonable and should not be reduced, Bureau Coun- 
sel argues for the application of a predetermined rate of return to de- 
termine excess earnings. It is Bureau Counsel's position that the fair 
and reasonable mail pay for the international operations of C&S during 
the period December 16, 1950-July 31, 1952, based on the recognized 
breakeven need, a recommended 7 percent rate of return and taxes ac- 
tually paid, amounts to $1, 834,000. Since C&S reported $3, 011, 000 of 


international mail pay for this period, the excess earnings before do- 


mestic offset and tax savings, under Bureau Counsel's calculations, 
amount to $1,177,000. Bureau Counsel would also offset domestic 
earnings in excess of an 8 percent return in the amount of $1, 170, 000 
for the calendar years 1948-1951, and the 7 months ended July 31, 1952. 
Accordingly, Bureau Counsel recommends that the mail compensation 
received under the international rate of C&S as fixed by Order No. E- 
5793, dated October 18, 1951, which order was remanded by the Court, 
should be reduced by $2, 347,000. This amount is subject to adjustment 
upon final determination of the tax consequences of Delta's repayment 
of excess mail pay, and to further adjustment depending upon the out- 
come of certain pending income tax controversies involving Delta. 

The past service cost allocation of the employees pension plan 
instituted by C&S on June 30, 1952 amounts to $684, 000, of which 
$181, 000 is applicable to the period prior to November 1, 1946. Ac- 
cordingly, the difference, or $503,000, is attributable to the period 
November 1, 1946 through July 31, 1952, and has been utilized by Delta 
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in the reduction of earnings for this period. Of the $503, 000, Delta has 
assigned $387, 000 to the domestic division and $116, 000 to the interna- 
tional division of C&S. ee 

Except for a difference in the amount of past service pension 
costs claimed to account for the extension of the review period to July 
31, 1952, the issue with respect to these costs is the same as posed in 
the earlier phase of this proceeding. 2” 

* * * * * OK 

Delta objects to Bureau Counsel's proposed reduction of Cé&s' 
working capital to reflect the difference between mail pay actually re- 
ceived during the review period and of mail pay remaining after offset. 
Except for a difference in the amount involved to reflect costs relating 
to international 


16/7 Of the $116, 000 assigned to the international division of C&S, 
$79, 000 is attributable to the period November 1, 1946 through Decem- 
ber 15, 1950. Delta's motion of January 8, 1957, referred to in note 7, 
supra, covered the $80, 080 pension plan costs attributable to the inter- 
national division for the period November 1, 1946 through December 15, 
1950. Delta's contention for the inclusion of these past service costs 
assignable to the period prior to December 15, 1950 proceeds on the 
theory that the Board is under a duty to establish a new international 
rate for C&S for the period November 1, 1946 through July 31, 1952, 
to replace the rate set aside by the Court and that this new rate must 
be established on the basis of the need of a carrier as a whole. 

17/ Initial Decision served December 16, 1955, pp. 29-31. 
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operations of C&S for the period ended July 31, 1952, the issue is the 
very same as raised and fully considered in the former stages of this 


proceeding. 22 To the extent that C&S may have been allowed excessive 


mail compensation for its international services for the period Decem- 
ber 16, 1950 through July 31, 1952, and this excessive mail pay was 
used by C&S as working capital, Delta is, in effect, claiming a return 
on such excessive mail pay. It has been the uniform practice of the 
Board to establish working capital to reflect increases or reductions 
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in mail pay.— 20/ Accordingly, a working capital adjustment! should be 
made to eliminate any excess mail pay from the carrier's recognized 
investment. : 

The major problem in this proceeding is the setocmenaton of the 
fair and reasonable rate of return for C&S. Except for the working cap- 
ital adjustment to reflect the refund of excess mail pay, no issue has 
been raised with respect to the rate base of the carrier and the relation 
of the rate base to the carrier's capital structure and the composition 
thereof. And except for the question of the inclusion of certain past 
service pension expenses, the cost of operation likewise is a matter of 
agreement among the parties. What remains with respect to the prob- 
lem of a fair return is the resolution and calculation of the rate or 
percentage of return in terms of the factors affecting the reasonable- 
ness of the rate. 

Before arriving at a fair rate of return on utility property, there 
are obviously many considerations which must be analyzed and weighed. 
The construction of the appropriate rate of return has long been attended 
with considerable confusion in decisions of both regulatory agencies and 
the courts. In essence, the problem is how "fairness" and "reason- 
ableness" are to. be measured. At common law "fairness" and "rea- 
sonableness" were almost exclusively concerned with the interest of 
the consuming public. Recent law, however, makes clear that the pre- 
scription of a fair rate of return cannot ignore the need" of the com- 
pany engaged in a public calling. | 

As early as 1909, the Supreme Court of the United States made 
significant law on the meaeuceney of a fair rate of return. In the first 
Consolidated Gas case, it said:2t 

"There is no particular rate of compensation which must in 
all cases and in all parts of the country be regarded as sufficient 
for capital invested in business enterprises. Suck compensation 
must depend greatly upon circumstances and locality; among 


other things, the amount of risk in the business is a most impor- 


tant 
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19/ Initial Decision Served December 16, 1955, pp. 27-29. 

30/ Pan American, Transpacific Mail Rates, 14C.A.B. 818, 830, 
(1951); see also, e.g., cases from Pan American Airways, Inc., 
Transatlantic Mail Rates, 8 C.A.B. 267, 283 (1947) (increase in mail 
pay) to reopened Western-Inland Mail Rate Case, Order No. 9264, 
June 1, 1955, Order disposing of Exceptions, p. 2 (decrease in mail 


pay). 
21/ Willcox v. Consolidated Gas Co., 212 U.S. 19, 48 
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factor, as well as the locality where the business is conducted 

and the return expected and usually realized there upon invest- 

ments of somewhat similar nature with regard to the risk at- 
tending them...” 

Gradually there evolved more specific judicial standards of fair- 
ness. The oft-quoted holdings of the Supreme Court in the Bluefield 
and Hope cases illustrate the emphasis of basing a return element upon 
facts directly related to the utility for which a rate is being established: 

.. What annual rate [of return] will constitute just compensation 

depends on many circumstances and must be determined by the 

exercise of a fair and enlightened judgment, having regard to all 
relevant facts. A public utility is entitled to such rates as will 
permit it to earn a return on the value of the property which it 
employs for the convenience of the public equal to that generally 
being made at the same time and in the same general part of the 
country on investments in other business undertakings which are 
attended by corresponding risks and uncertainties; but it has no 
constitutional right to profits such as are realized or anticipated 
in highly profitable enterprises or speculative ventures. The 
return should be reasonably sufficient to assure confidence in 
the financial soundness of the utility, and should be adequate, 
under efficient and economical management, to maintain and 
support its credit and enable it to raise the money necessary for 
the proper discharge of its public duties....” [Emphasis sup- 


plied]. 22, 
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"From the investor or company point of view it is important that 
there be enough revenue not only for operating expenses but also 
for the capital costs of the business. These include service on 
the debt and dividends on the stock. Cf. Chicago & G.T.R. Co. 
v. Wellman, 143 U.S. 339, 345, 346. . . By that standard the 
return to the equity owner should be commensurate with returns 
on investments in other enterprises having corresponding risks. 
That return, moreover, should be sufficient to assure confidence 


in the financial integrity of the.enterprise, So as to | 


227 Bluefield W.W. & Impr. Co. v. Public Service Commission, 
262 U.S. 679, 692-693 (i033). See Initial Decision served December 


16, 1955, pp. 44-45. A rate high enough to provide a return sufficient 
to maintain the credit standing of a utility has been universally recog- 
nozed as a measure of fairness by state regulatory commissions, e.g., 
Waukesha Gas & E. Co. v. Wisconsin R. Commission, 181 Wis. 281, 
194 N. W. 846 (1923); Re Michigan Bell Tel. Co., 62 PUR (NS) 77(Mich. 
PSC 1945); and New England Tel. & Tel. Co., 77 PUR (NS) 469 (R.I. 
Dept. of Bus. Reg., 1948) 
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maintain its credit and to attract capital. 123/ 


The immense volume of case law on this subject, as well as the 
views of public utility economists, recognize that an appropriate rate 
of return involves fair payment for (a) interest; (b) assumption of risk; 
and (c) the expense of raising capital funds.—' Interest, of course, 
includes payment for the supply of capital funds, whether they be serv- 
ice ondebt or dividends on the stock of the company. Indeed, each of 
the foregoing tests logically merge into the measure of the capacity of 
a utility to attract capital on reasonable terms for the ability to obtain 
necessary capital funds on advantageous terms involves the interest of 
the consumer, the investor, as well as the management of the utility. 
The basic test of capital attraction requires the exercise of common 


sense and sound judgment and, with the developmental purposes of the 
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Act in mind, some application of vision in terms of where we are and 
whither we are going. 

The fact that this is a so-called "offset" or "recapture" proceed- 
ing does not obviate the necessity of making specific findings on the 
carrier's "need" during the period under review. Bureau Counsel 
makes disposition of the carrier's need for fair and reasonable earnings 
in terms of what may be appropriately styled as a "cost-plus" approach 
for the period under consideration. But in a "cost-plus"” basis of mail 
rate-making, the "plus" element must have some specific foundation in 
fact. It obviously encompasses the "need" of the carrier. While Bu- 
reau Counsel correctly defines the "plus" as a rate sufficient to enable 
the carrier "to operate successfully, to maintain its financial integrity, 
to attract capital and to compensate its investors for the risks as- 


sumed, 125/ he fails to propose adequate findings in support of the "plus" 


or a fair rate of return for the carrier after agreeing that virtually all 
the carrier's claimed operating expenses were incurred under honest, 
economical and efficient management. 


53/ Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 
591, 603 (1944), cited by the Board in the Transatlantic Final Mail 
Rate Case, Order E-8833, decided December 20, 1954, Appen. At., 

p. 86. 

24/ In Missouri ex rel. Southwestern Bell Telephone Co. v Public 
Service Commission, 262 U.S. 276, 291, (1923) Justice Brandeis said: 
*Capital charges cover the allowances, by way of interest, for the use 
of capital whatever the nature of the security issued therefor; the al- 
lowance for risk incurred; and enough more to attract capital." Justice 
Butler propounded the same principle in terms of the comparability of 
business risk and the credit stability of a utility in Bluefield W.W. & _ 
Impr. Co. v. Public Service Commission, supra. Justice Sutherland 
emphasized the financial need of a utility in United Railways v. West, 
280 U.S. 234 (1930). And Justice Douglas likewise stressed the com- 
parability of risk and the maintenance of the financial integrity of the 
enterprise in Federal Power Commission v. Hope Natural Gas Co., 
supra. See, also, Spurr, 3 Guiding Principles Of Public Service Regu- 
lation 1 et seq. (1926); Bryant & Herrmann, Elements of Utility Rate 
Determination, 219 et seq. (1940); and Barnes, Economics of Public 
Utility Regulation 516 et seq. (1942). See, further, Toward a Flexible 
Rate of Return, 61 Harvard Law Rev. 1380, 1382-1 
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25/ Quoting from Transatlantic Final Mail Rate Cse, Order No. E- 
8833, December 20, 1954, Opinion, p. 86. 
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Though the period here under review is now history, that period 
is not a "past" period in the usual sense involved in Board mail rate 
proceedings. It has already been found that the problem of determining 
excess earnings available for offset from the domestic division of the 
carrier accruing under a "future" rate may not be treated as a true 
“past” period, even though the review period is now past in time. — 26/ 
A similar result must be reached with reference to the "future" period 
beginning December 16, 1950, where the question is a reexamination 
through hindsight of a once-established level of rate of return under 
rates which were "closed" throughout the entire period between Decem- 
ber 16, 1950 and July 31, 1952. | 

* * Ok * * 

It is true that a difference in rate may be justified between the 
usual "past" period and a "future" period, because of the difference in 
the risk involved -- and risk has always been a recognized factor for 
variations in a return element. But it is not true, as the Bureau's po- 
sition appears to suggest, that in a case of a "past" period a complete 
departure from the well-known principles of rate making is warranted. 
The Board specifically so held in Western A.L. et al., Motions, 29/ 
when it said: 


"Tt should be emphasized that a proceeding fixing mail rates 


for the period prior to the decision date is much more than a 
mere determination of the quid pro quo, or consideration for 
services rendered by the carrier. The responsibility for the 
promotion and development of air transportation lodged by Con- 
gress with the Board requires that the same considerations con- 
trol in this proceeding as in any other...." (Emphasis supplied). 
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The validity of the Board's position in the cited Motions Case, as 
applied in the determination of a rate of return for a "past" period, is 
evident by focusing again on the fact noted above that a return element 
is both legally and economically primarily the cost of attracting capital 
on reasonable terms. It is true that capital costs in a "past" review 
period are a matter of history. But that does not mean that the essence 
of return element fe. , the cost of attracting capital and maintaining 
investor confidence -- suddenly is converted into some predetermined 
or policy rate unrelated to the usual tests of the cost of capital. It 
simply means that it is easier to determine the cost of capital in a "past" 
than "future" rate case because, instead of possibly having to consider 
prognostications as to what bankers will charge or investors will de- 
mand, historic data is all that need be used. 

The fact that the requirements for new capital during a "past" 
period are known does not mean that the cost-of-capital standard should 
be disregarded. It is conceivable, of course, that a utility seeking the 


26/ {nitial Decision served December 16, 1955, pp. 37-38. The 
Board reached the same conclusion in the Reopened Transatlantic Final 
Mail Rate Case, Order E-10117, decided Marc. = » Pp. 2d. 

29/11 C. A.B. 300, 304 (1950). 
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establishment of a future rate may neither forecast nor need new capi- 
tal requirements. But the major gauge of the earnings element to 
which it is entitled, nevertheless, is still going to be the cost of at- 
tracting capital measured by its existing investment and by referencing 


the cost of capital of similar enterprises. 2 


The only major difference between the determination of a rate of 
return applicable to a “past” or "future" period in situations involving 
subsidy rates therefore is the "risk" factor. The Board has considered 
that the “cost-plus” basis of mail rate-making inherent in the usual 
"past" period determinations warranted a lower rate of return than is 
the case in 2 mail rate applicable to a future period where, if there are 
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losses, the carrier is required to absorb them. Sucha distinction is 
consistent with the developmental purposes of section 406(b) of the Act. 
It must be emphasized, however, that this "risk" factor only goes to 
the establishment of a differential between rates of return applied to 
"past" and "future" periods. It does not go to the establishment of the 
exact level of the rate of return to be applied to either period in a par- 
ticular proceeding. Such rates must still be established in accordance 
with the recognized and required tests for the determination of a fair 


and reasonable rate of return. 


The development of the earnings element to be included within 


the need of an air carrier is not a process whereby through predeter- 
mination or policy a particular rate can suddenly assume a lawful stat- 
ure. Whereas Congress in the Civil Aeronautics Act did assign the 
Board considerable discretion in the determination of mail rates, it did 
not propound a new system entirely unrelated to historical rate-making 
so as to warrant decisions unrelated to the facts of record. A rate of 
return, like any other element of "need", must be determined after 
proper notice and a hearing in which evidence is adduced and weighed 
and in which established principles of rate-making must be employed. 2+ 

Although the Hope Case, supra, did release administrative agen- 
cies from many of the burdens of rate-making which previously existed 
by focusing upon the "end result", it did not declare that a utility may 
be accorded a fair level of return through a mere policy declaration or 
by the use of unfettered judgment. Thus, the Supreme Court has de- 
clared that the standard announced in the Hope Case is not 2 


30/ In Colorado Interstate Gas Co. v. the Federal Power Commis- 
sion, 209 F. 2d 717, - C.A. 10th 1954), rev'd. on other grounds 
348 U.S. 492 (1955), the use of the cost-of-capital method of determin- 
ing the reasonable rate of return was sustained even though, as the 
Court noted at page 730, the company "....has no plans and does not 
presently contemplate a refinancing program in the near foreseeable 
future." 

31/ "In arriving at a rate of return, the Board proceeds upon es- 
sentially the same principles as other regulatory bodies employ. - - -" 
Northwest Airlines, Inc. -- Trans-Pacific Operations, Opinion and 
Order E-7079, decided January 13, 1953, p. 
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t, . . so vague and devoid of meaning as to render judicial 

review a perfunctory process. Itisa standard of finance rest- 

ing on stubborn facts." (Emphasis supplied). — 

* * Ox * * 

Moving out of the air and surface transportation field, Delta also 
relies upon earnings data of various aircraft manufacturing industries 
and those of merchant marine shipping companies for a recent period 
of time. Since the aircraft manufacturing industries are not subject to 
the same type of regulation as air carriers and because certain of the 
air manufacturing contracts are still subject to re-negotiation, it must 
be found that the aircraft manufacturing industry is not comparable with 
the air carrier industry with respect to the nature and need of an appro- 
priate profit pattern. Moreover, the reasonableness of aircraft manu- 
facturing earnings has not been established in this record. 


* * * x * x 


Delta claims that the need of C&S is affected by the financing ar- 


rangements involved in the Delta-C&S Perens Except insofar as 


Delta's claim possibly reflects that need as a necessary contribution 
to the development of air transportation in this country, the claim must 
be rejected. 

The amount of the debentures originally issued by Delta in the 
merger in exchange for C&S' assets were substantially in excess of the 
book value of the assets of the latter carrier. Delta claims that at the 
time the merger arrangements were agreed upon the carrier relied 
upon advice of its Counsel that the "risk" in the appeal case relating 
to the possible offset of C&S’. excess mail pay "runs from zero to 
$654, 000". Under the merger arrangements, C&S stockholders re- 
ceived Delta's debentures reflecting an excess of about $3, 000, 000 
above the net book value of C&S' assets. The total amount to be paid 
by Delta in excess of book value, if Bureau Counsel's proposed recap- 
ture is effected, will be approximately $5, 359,000. Delta's President, 


sy [2623] 
C. E. Wollman, stated that in merging with C&S, it was never consid- 
ered that Delta might be assuming such a large liability. To the extent 
that Delta's contention is directed toward making Delta's stockholders 
whole through a higher rate of return because they failed to obtain a 
more favorable stock exchange from the original stockholders of C&S, 
Delta obviously is not in a position to contend that its present stock- 
holders be absolved from the risk the carrier assumed when the com- 
pany entered into the merger with C&S under a misapprehension of the 
amount of the liability involved. Such an expense 


32/ Bo Interstate Gas Co., v. Federal Power Commission, 
3240.8. 581, 1945). 
45/ Order eS E-7052 and Order E-7053, December 24, 1952. 
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does not come within the meaning of "need" under section 406(b) of the 
Act. Moreover, it must be noted that Delta gained in excess of $5,000,000 


in the retirement of 12 DC-3 and 6 L-49 aircraft acquired by Delta from 
C&S. 


* Ok Ox * x | * 

It is found and concluded that the international mail pay of C&S 
during the period December 16, 1950, through July 31, 1952, be based 
upon the screened break-even need, a 10 percent return on recognized 
investment, and taxes actually paid by the carrier. This determination 
involves a refund of excess mail pay by Delta in the amount presently 
stated. 

Having determined that Delta must refund excess mail pay under 
the rates fixed by Order No. E-5793, supra, there remains the problem 
of the appropriate handling of a substantial deficiency tax assessment 
against Delta as applicable to C&S' federal income tax returns for the 
period here under review and the appropriate disposition of the tax ef- 
fect of such a refund. ; 
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With respect to C&S" federal income tax deficiency assessment 
for the years 1950-1952, the Examiner must adhere to the position 
taken in the Initial Decision in the earlier phase of this proceeding. © 
In other words, no allowance will be made in Delta's return for any ad- 
ditional taxes at this time, but it is recommended that the final order 
in this proceeding provide for a reconsideration of this tax allowance 
upon final determination of Delta's liability for the entire review period 
involved in this proceeding. This position is fully in accord with prior 
Board decisions in analogous Batons 

With respect to possible tax savings related to the repayment of 
excess mail pay, the Initial Decision in the earlier phase of this pro- 
ceeding followed the Board's policy in reflecting in a retroactive mail- 
pay adjustment all the tax consequences which are involved. After the 
hearing in the earlier phase of this case and prior to oral argument, 
the Bureau of Air Operations and Delta reached a compromise in this 
situation which is acceptable to the Examiner. On February 27, 1956, 
a day or so before oral argument, the Bureau sent a letter to the Board 
proposing an arrangement which Counsel for Delta accepted at the oral 
argument in an effort to settle the dispute with respect to the appropri- 
ate manner in which tax savings related to excess mail repayment should 


be handled. 81/ Under this proposal there will be no reflection of any 
estimated tax benefit at this stage of the proceeding, but, thereafter, if 
the Board renders a decision naming a specific refund, Delta will prompt- 


ly secure a ruling from the Internal Revenue Service as to the exact con- 


sequences flowing from the refund which 


. PP. -60. 
- §6/ See, for example, Reopened Western-Inland Mail Rate Case, 
Order No. E-9113, p. 7, April 19, 5. 
67/ Oral argument of R. S. Maurer, Docket No. 2564, February 29, 
1956, p. 48. 
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the Board orders. The Board's final order will provide that the mail 
compensation provided therein shall be decreased by the total amount of 
the deduction arising from the refund. Accordingly, the excess earnings 
herein are determined without regard to the amount of any related tax 
consequences arising from a refund, subject to the carrier's filing with- 
in six weeks of the serving of the Board's final order herein a request 
for an Internal Revenue Service ruling. The amount of the tax effect, for 
refund purposes, shall subsequently be computed upon final determina- 
tion by the Internal Revenue Service or the Courts of the amount of tax 
savings. In order to insure diligent prosecution of an appropriate ruling 
for Delta from the Internal Revenue Service, it is concluded that the 
Board retain jurisdiction to reopen this proceeding at any time prior to 
final determination of the tax question for the purpose of requiring the 
carrier to make a tentative refund of tax benefits on an estimated basis. 

In view of the foregoing and all the facts and considerations of rec- 


ord, it is found and concluded that the total mail compensation proposed 
for Chicago and Southern Airlines in Order No. E-5793, dated October 
18, 1951, for the carrier's international services is hereby reduced by 
$1, 795,000. This reduction results from the offsetting available excess 


earnings of the carrier under domestic mail rates during the period Janu- 
ary 1, 1948, through July 31, 1952, and from reducing excess mail com- 
pensation paid to the carrier for its international services during the 
period December 16, 1950, through July 31, 1952. The mathematical 
computations reflecting the findings and conclusions herein made are 
shown on Appendix A, attached hereto. The foregoing total reduction of 
mail compensation of the carrier is subject to adjustment upon final de- 
termination of the question of the tax consequences of Delta's repayment 
of excess mail pay and to further adjustment depending upon the outcome 
of certain pending income tax controversies involving Delta. 
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With respect to C&S' federal income tax deficiency assessment 
for the years 1950-1952, the Examiner must adhere to the position 
taken in the Initial Decision in the earlier phase of this proceeding. — 
In other words, no allowance will be made in Delta's return for any ad- 
ditional taxes at this time, but it is recommended that the final order 
in this proceeding provide for a reconsideration of this tax allowance 
upon final determination of Delta's liability for the entire review period 
involved in this proceeding. This position is fully in accord with prior 
Board decisions in analogous situations. sks 

With respect to possible tax savings related to the repayment of 
excess mail pay, the Initial Decision in the earlier phase of this pro- 
ceeding followed the Board's policy in reflecting in a retroactive mail- 
pay adjustment all the tax consequences which are involved. After the 
hearing in the earlier phase of this case and prior to oral argument, 
the Bureau of Air Operations and Delta reached a compromise in this 
situation which is acceptable to the Examiner. On February 27, 1956, 
a day or so before oral argument, the Bureau sent a letter to the Board 
proposing an arrangement which Counsel for Delta accepted at the oral 
argument in an effort to settle the dispute with respect to the appropri- 
ate manner in which tax savings related to excess mail repayment should 


be handled. 87/ Under this proposal there will be no reflection of any 
estimated tax benefit at this stage of the proceeding, but, thereafter, if 
the Board renders a decision naming a specific refund, Delta will prompt- 


ly secure a ruling from the Internal Revenue Service as to the exact con- 


sequences flowing from the refund which 


. PP. -60, 
66/ See, for example, Reopened Western-Inland Mail Rate Case, 
Order No. E-9113, p. 7, April 19, ; 
67/ Oral argument of R. S. Maurer, Docket No. 2564, February 29, 
1956, p. 48. 
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the Board orders. The Board's final order will provide that the mail 
compensation provided therein shall be decreased by the total amount of 
the deduction arising from the refund. Accordingly, the excess earnings 
herein are determined without regard to the amount of any related tax 
consequences arising from a refund, subject to the carrier's filing with- 
in six weeks of the serving of the Board's final order herein a request 
for an Internal Revenue Service ruling. The amount of the tax effect, for 
refund purposes, shall subsequently be computed upon final determina- 
tion by the Internal Revenue Service or the Courts of the ammount of tax 
savings. In order to insure diligent prosecution of an appropriate ruling 
for Delta from the Internal Revenue Service, it is concluded that the 
Board retain jurisdiction to reopen this proceeding at any time prior to 
final determination of the tax question for the purpose of requiring the 
carrier to make a tentative refund of tax benefits on an estimated basis. 

In view of the foregoing and all the facts and considerations of rec- 
ord, it is found and concluded that the total mail compensation proposed 
for Chicago and Southern Airlines in Order No. E-5793, dated October 
18, 1951, for the carrier's international services is hereby reduced by 
$1, 795,000. This reduction results from the offsetting available excess 
earnings of the carrier under domestic mail rates during the period Janu- 
ary 1, 1948, through July 31, 1952, and from reducing excess mail com- 
pensation paid to the carrier for its international services during the 
period December 16, 1950, through July 31, 1952. The mathematical 


computations reflecting the findings and conclusions herein made are 
shown on Appendix A, attached hereto. The foregoing total reduction of 


mail compensation of the carrier is subject to adjustment upon final de- 

termination of the question of the tax consequences of Delta's repayment 
of excess mail pay and to further adjustment depending upon the outcome 
of certain pending income tax controversies involving Delta. 
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Reopened Delta - C & S Mail Rate Case 
Docket No. 2564 


Summary of Mail Pay Requirements for the International Operations 
Before Domestic ‘Offset - December 16, 1950 through July 31, 1952 
(In thousands) 


Dec. 16-31, Cal. Year 7 Mos. Ended 
Total 1950 1951 7/31/52 


Reported international mail pay 3011 77 1853 1081 


Recognizec. international mail pay: 
Break-even need $ 700 $ 124 
Return (10% per annum) 204 117 


Taxes (including foreign) 323 454 
Total 1227 695 


Excess international mail pay before 
domestic offset and tax savings 626 386 


Appendix A to Excerpts 
Page 2 of 2 
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Reopened Delta - C & S Mail Rate Case 
Docket No. 2564 


Summary of Domestic Earnings Available for Offset 


Calendar Years 1948 - 1951 and Seven Months Ended July 31, 1952 
(In thousands) 
7 Mos. Ended 
Total 1948 1949 1950 1951 7/31/52 


Reported domestic mail pay 7264 $1892 $1800 $1747 $1203 622 


Recognized domestic mail pay: 
Break-even $3089 $1375 $1073 $ 779 $ 11 $-149 
Return (10% per annum) 1895 436 347 356 496 260 
Taxes 1551 136 309 498 331 277 
Total 6535 $1947 $1729 $1633 838 388 


Domestic earnings available for 
offset before tax savings 729 -55 71 114 365 234 


Appendix B 


CHICAGO AND SOUTHERN AIRLINES, INC. 
LATIN AMERICAN OPERATIONS 


Mail Pay, November 1, 1946-July 31, 1952 
Mail Pay Established by Order No. E.-5793 ‘74 C,A.B. 681) 


November 1, 1946 - December 15, 1950 ‘$3,662,000 
December 16, 1950 - July 31, 1952 :_3,011,000* 
$6,673,000 


Less: Excessive Mail Pay 


Excess international mail pay for 
period December 16, 1950 - July 31, 
1952, before domestic offset $1,066,000 


Domestic earnings available for 
offset 729,000 | 1,795,000 


Mail Pay, November 1, 1946 - July 31, 1952 $4,878,000** 


Reported mail pay received pursuant to rates established by Order 
No. E-5793. 


Subject to adjustment for certain income tax questions not yet finally 
resolved. 
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Big Four and Intermediate-Size 
Carriers Earnings-Price Ratios 


1949 - 1954 


1949 1950 1951 1952 
12.50% 
13.84 
12.67 


14.01 


10.44% 
11.79 
12.82 


9.64% 


12.54 


12.05 _ . 
11.77% 12.82% 13.26% 


Intermediate-Size Carriers 


eee 


Braniff 2.72% 
Capital 18.18 
C&S 14.42 
Continental 1.97 
Delta 6.02 
Mid-Continent 11.66 
National ~ 
Average 9.16% 


10.74% 
16.76 
17.34 
8.47 
12.37 
9.43 
17.09 
13.17% 


Appendix C 


12 mos. 
ended 
June 30, 

1954 


12.33% 
10.76 


Aver- 
age 
1949- 
1953 1954 
15.05% 

13.78 
10.83 8.39 


14.13 10.92 
13.45% 10.60% 11.47% 


Calendar 
Year 
1954 


.14% 19.50% 
21.74 9.90 
40.46 12.60 
3.50 10.86 
7.94 
T2-16% 14.61% 


40.42 
21.25% 


Source: Big Four, BC-50, p. 4; Intermediate-size carriers, DLR-31, p. 3 


(revised). 
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Appendix D 
Page 1 of 3 
Intermediate-Size Carriers 
Cost of Capital 
1948-1952 


Percent of Total Rate 
Capital Component Capitalization of Component 


Debt 34.67% 3.50% 


Common Stock 65.33 12.20* 


* Flotation Costs 9% 
Underpricing 5% 


14% 


Less: 40% to account for 
portion of equity capital 
contributed by plowed 
back earnings 


11.08%-~ 91.6% = 
Additional risk of 
international 
operations 


Braniff 


Capital 


C&S 


Continental 


Delta 


Mid-Continent 


National 


Total 
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Intermediate-Size Carriers 


Average Inv 


estment 


1948-1952 


(000) 


1948 1949 


-Debt | $ 5,241 $ 4,130 
7 6,922 7,638 
Total $12,163 $11,768 


-Debt $12,850 $ 7,547 
Equity 411 _1,742 
Total $13,261 $ 9,289 


-Debt | = c 
Equity $ 5,005 $ 5,457 
Total $ 5,005 $ 5,457 

-Debt $ 1,625 $ 1,325 
Equity 2,248 
Total’ $ 3,872 $ 3,573 

-Debt $ 4,425 $ 3,925 
Equity __ 6,523 
Total $10,948 $10,635 
-Debt $ 370 $ 329 
Equity 1,760 $ 1,972 
Total $ 2,130 $ 2,301 
-Debt $ 2,842 $ 1,579 
Equity __ 3,891 6,195 
Total $ 6,733 $ 7,774 


-Debt $27,353 $18,835 


1950 


$ 3,097 
8,616 
$11,713 


$ 9,160 

3,281 
$12,441 
$ 6,058 
$ 6,058 


$ 1,025 


$ 2,925 
7,401 
$10,326 


$ 1,666 
2,243 
$ 3,909 


$ 6,753 
$ 6,753 


$17,873 


1951 1952 


$ 2,065 $10,831 
9 11,424 
$11,083 $22,255 


$ 4,525 $ 4,554 
7,918 9,331 


$12,443 $13,885 


$ 1,500 = 
6,858 


$ 8,358 $ 7,815 
$ 600 $ 1,203 


$ 1,700 $ 1,000 
8,658 __ 9,808 
$10,358 $10,808 


$ 3,367 
2,192 
$ 5,559 
$ 2,000 $ 5,000 
8,843 10,403 


- * 


$10,843 $15,403 


$7,815 


Total Average 


$38,636 
22,683 
$61,319 


$ 1,500 
31,193 
$32,693 


$ 5,778 


$13,975 
39,100 
$53,075 


$ 5,732 
8,167 
$13,899 


$11,421 
36,085 
$47,506 


$15,757 $22,588 $102,406 $20,481 


Equity 26,759 31,962 
Total $54,112 $50,797 


46,080 52,412 192,927 38,585 


Average 1948-1952 


Debt 34.67% 
Equity 65.33 


100.00% 


* Merged with Braniff, August 16, 1952. 
Source: 1948 - Form 41 Reports; remaining years - DLR-31, p. 2. 
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Intermediate-Size Carriers 
Earnings-Price Ratios 
1948-1952 


1948 1949 


Braniff 2.37% 2.69% 


Capital 4.22 18.07 


C&S 16.11 14.22 


Continental 9.34 2.85 
Delta 

Mid-Continent 

National 

6.51% 


Average 8.17% 


* Merged with Braniff, August 16, 152. 


Source: BCR-301, p. 1 


1950 1951 


' Total Average 
10.66% 9.40% : 
15.38 16.32 
16.49 19.06 


14.80 


| 55.41% 11.08% 


10.45% 13.74% 16.54% 
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Intermediate-Size Carriers 
Cost of Capital 
1948-1953 


Percent of Total Rate 
Capital Component Capitalization of Component Rate 


Debt 37.58% 3.50% 1.315% 


Common Stock 62.42 14.96 * 9.338 
10.653% 


* 13.61%+ 91.6% 14.86% 


Additional risk of international 
operations 


Note: See Appendix D, p. 1 for derivation of 91.6% 
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Intermediate-Size Carriers 
Average Investment 
1948-1953 
(000) 


1948-1952 1953 


Braniff - Debt $25,364 $15,270 
Equity 43,618 12,647 
Total $68,982 $27,917 


Capital - Debt $38,636 $ 4,383 
Equity 22,683 10,971 
Total $61,319 $15,354 


C&s - Debt $ 1,500 - 
Equity 31,193 = 
Total $32,693 = 


Continental - Debt $ 5,778 $ 4,050 
Equity 13,081 4,561 
Total $18,859 $ 8,611 


Delta - Debt $13,975 $13,459 
Equity 39,100 15,647 
Total $53,075 $29,106 


Mid-Continent - Debt $ 5,732 - 
Equity 8,167 
Total $13,899 + 


National - Debt $11,421 $12,000 
Equity 36,085 14,003 
Total $47,506 $26,003 


- Debt $102,406 $49,162 
Equity 193,927 57,829 
Total $296,333 $106,991 


Average 1948-1952 

Debt 37.58% 

Equity 62.42 
100.00% 


* Merged with Delta, May 1, 1953. 
** Merged with Braniff, August 16, 1952 
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1948-1953 


Total 


$40,634 
56,265 
$96,899 


$43,019 
33,654 
$76,673 


$ 1,500 
31,193 
$32,693 


$ 9,828 
17,642 
$27,470 


$27,434 
54,747 
$82,181 


$ 5,732 
8,167 
$13,899 


$23,421 
50,088 
$73,509 


$151,568 
251,756 


$403,324 


Source: 1948-1952 - Appendix D, p.2; 1953 - DLR-31, p. 2. 


Average 


$25,261 
41,959 
$67,220 
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Page 3 of 3 
Intermediate-Size Carriers 


Earnings-Price Ratios 
1948-1954 


1948-1952 1948-1953 
Total Total Average 


Braniff 

Capital 

C&S 

Continental 

Delta 

Mid-Continent 

National 40.42 


Average 55.41% 26.29% 


* Merged with Delta, May 1, 1953. 
** Merged with Braniff, August 16, 1952 
Source: 1948-1952 Total - Appendix D, p. 3; 1953 - BCR-301, p. 1. 
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Intermediate-Size Carriers 


Cost of Capital 
1948-1954 


Percent of Total Rate 
Capital Component Capitalization of Component 


3.50% "1.378% 


Rate 


Debt 39.36% 


Common Stock 60.64 14.73 * 8.932 


| 10.310% 


* 13.40%+ 91.6% 14.63% 
Additional risk of international 
overations -10 


: See Appendix D, p.1, for derivation of 91.6%. 
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Intermediate-Size Carriers 
Average Investment 
1948-1954 
(000) 


1948-1954 
1948-1953 1954 Total Average 


Braniff - Debt $40,634 $12,084 $52,718 
Equity 56,265 16,175 12,440 
Total $96,899 $28,259 $125,158 


Capital - Debt $43,019 $ 5,983 $49,002 
Equity  _ 33,654 12,309 45,963 
Total $76,673 $18,292 $94,965 


C&S - Debt $ 1,500 - $ 1,500 
Equity 31,193 31,193 
Total $32,693 = $32,693 


Continental - Debt $12,978 
Equity 22,547 
Total $35,525 


Delta - Debt $52,143 
Equity . 70,980 
Total $82,181 $123,123 


Mid-Continent - Debt $ 5,732 
Equity 8,167 
Total $13,899 


National - Debt $23,421 $ 9,816 $33,237 
Equity 50,088 18,014 68,102 
Total $73,509 $27,830 $101,339 


Total - Debt $151,568 $55,742 $207,310 $29,616 
Equity 251,756 67,636 319,392 45,627 
Total $403,324 $123,378 $526, 702 $75,243 


Average 1948-1954 
Debt ‘ 39.36% 
Equity 60.64 

100.00% 


Source: 1948-1953 - Appendix E, p. 2; 1954-DLR-31, p. 2. 
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Intermediate-Size Carriers 
Earnings-Price Ratios 
1948-1954 


1948-1953 1948-1954 
Total Total Average 


Braniff 

Capital 

C&S 

Continental 

Delta 

Mid-Continent 

National 
Average 93.77% 13.40% 


Source: 1948-1953 Total - Appendix E, p. 3; 1954 - BCR-301, p. 1 
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Intermediate-Size Carriers 
Cost of Capital 
1948-1955 


Percent of Total Rate of 
Capital Component Capitalization Component 


Debt 36.94% 3.50% 
Common Stock 63.06 14.20% * 8.954 


10.247% 


* 12.92 91.6% 14.10% 
Additional risk of inter- 
national operations -10 


: See Appendix D, p. 1, for derivation of 91.6%. 
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Intermediate-Size Carriers 
Average Investment 
1948-1955 
(000) 


1948-1954 1955 Total Average 


Braniff - Debt $ 52,718 $ 19 $ 52,737 
Equity 72,440 23,479 95,919 
Total $125,158 $23,498 $148,656 


Capital - Debt $ 49,002 $ 6,241 $ 55,243 
Equity 45,963 17,125 63,088 
Total $ 94,965 $23,366 $118,331 


C&S - Debt $ 1,500 = $ 1,500 
Equity 31,193 = 31,193 
Total $ 32,693 - $ 32,693 


Continental -Debt  $ 12,978 $ 5,025 $ 18,003 
Equity 22,547 5,509 28,056 
Total $ 35,525 $10,534 46,059 


-Debt  $ 52,143 $15,763 $ 67,906 
Equity 70,980 25,417 96,397 
Total $123,123 $41,180 $164,303 


Mid-Continent - Debt $ 5,732 - 
Equity 8,167 - 
Total $ 13,899 a= en 
National - Debt $ 33,237 $ 7,298 $ 40,535 
Equity 68,102 21,335 89,437 
Total $101,339 $28,633 $129,972, 
Total - Debt $207,310 $34,346 $241,656 $30,207 


Equity _ 319,392 92,865 412,257  _ 51,532 
Total $526,702 $127,211 $653,913 © $81,739 


Average 1948-1955 
Debt 36.94% 
Equity 63.06 

100.00% 


Source: 1955 - Form 41 Reports; remaining years - Appendix F, p.2. 
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Intermediate-Size Carriers 
Earnings-Price Ratios 
1948-1955 


1948-1954 1948-1955 
___Total 1955 Total Average 


Braniff 
Capital 

C&S 
Continental 
Delta 
Mid-Continent 


National 13.25 


Average 93.77% 9.56% 103.33% 12.92% 


Source: 1948-1954 Total - Appendix F, p. 3; 
1955 - Earnings per share - Moody's Transportation Manual, 
except Delta and National from Form 41 Reports. 
Prices from Bank & Quotation Record, Wm. B. Dana - Average 
high and low for October and high and low for March of succeeding year. 
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Intermediate-Size Carriers 
Cost of Capital 
1948-1956 


Percent of Total Rate 
Capital Component Capitalization of Component 


Debt 39.58% 3.50% 


Common Stock 60.42 14.01 * 


* 12.74-+91.6% 
Additional risk of 
international operations 


: See Appendix D, p. 1 for derivation of 91.6%. 
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Intermediate-Size Carriers 
Average Investment 
1948-1956 
(000) 
1948-1956 
1948-1955 1956 * Total Average 


Braniff - Debt $ 52,737 $ 7,000 $ 59,737 
Equity 95,919 34,961 130,880 
Total $148,656 $41,961 $190,617 


Capital - Debt $ 55,243 $64,390 $119,633 
Equity 63,088 15,868 78,956 
Total $118,331 $80,258 $198,589 


C&S - Debt $ 1,500 = $ 1,500 
Equity 31,193 - 31,193 
Total § $ 32,693 —=—_ $32,693 


Continental - Debt $ 18,003 $ 8,655 $ 26,658 
Equity 28,056 6,010 34,066 
Total $ 46,059 $14,665 $ 60,724 


Delta - Debt $ 67,906 $14,400 $ 82,306 


Equity 96,397 32,807 129,204 
Total $164,303 $47,207 $211,510 


Mid-Continent - Debt $ 5,732 - $ 5,732 
Equity 8,167 - 8,167 
Total $13,899 | -  $ 13,899 
National - Debt $ 40,5835 $8,967  $ 49,502 
Equity 89,437 24,866 114,303 
Total $129,972 $33,833 $163,805 

- Debt $241,656 $103,412 $345,068 $38,341 

Equity _ 412,257 _ 114,512 526,769 58,530 

Total $653,913 $217,924 $871,837 $96,871 


Average 1948-1956 
Debt 39.58% 
Equity 60.42 


100.00% 


1956 - Form 41 Reports; remaining years - Appendix G, p.2. 
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Intermediate-Size Carriers 
Earnings-Price Ratios 
1948-1956 


1948-1955 1948-1956 
Total Average 


Braniff 
Capital 

C&S 
Continental 
Delta 
Mid-Continent 


National 


Average 103.33% 114.68% 12.74% 


Source: 1948-1955 Total - Appendix G, p. 3. 
1956 - Earnings per share - Moody's Transportation Manual, except 
Delta and National from Form 41 Reports. 
Prices from Bank & Quotation Record, Wm. B. Danat Average 
high and low for October and high and low for March of succeeding year. 
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Appendix I 
Page 1 of 8 pages 
Intermediate-Size Carriers 
Cost of Capital 1/ 
Percent of 
Total Capi- Rate of 
Period Capital Component talization Component 


1948 - 1952 Debt 34.67% 3.50% 
Common Stock 65.33 11.85 


1948 - 1953 Debt 37.58% 3.50% 
Common Stock 62.42 11.97 


1948 - 1954 Debt 39.36% 3.50% 
Common Stock 60.64 11.55 


1948 - 1955 Debt 36.94% 3.50% 
Common Stock 63.06 11.22 


1948 - 1956 Debt 39.58% 3.50% 
Common Stock 60.42 


y/ After exclusion of net capital gains and losses, on retirement of flight 
equipment. 


NOTE: Percent of Total Capitalization obtained from Appendixes D, E, F, G, 
and H for respective periods. 
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[ 2645] Appendix I 
Page 2 of 8 pages 
Intermediate-Size Carriers 


Average Earnings/Price Ratios 1/ 


Cumulative Average 
Annual Cumulative -- 91.60% plus 
Average Total Average 0.10% _ 2/ 


7.73% 
9.82 
11.13 
13.00 | 
12.12 11.847 
11.45 11.972 
8.18 11.552 
8.05 11.219 
9.98 11.194 


* After exclusion of net capital gains, and losses, on retirement of 
flight equipment. 


2 From Appendix D, p. 1. 
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Intermediate-Size Carriers 
Earnings/Price Ratios _1/ 


Carrier 1948 1949 1950 


Braniff 2.37% 1.96% 9.71% 
Capital 3.57 18.07 16.83 
C.&S. 2/ 16.11 14.22 5.69 
Continental : -- 7.60 
Delta E 4.14 12.18 
Mid-Continent 3/ : 10.71 9.51 
National -- 16.42 


Total : 49.10% 77.94% 
Average . 9.82% 11.13% 


Carrier 1954 1955 


Braniff 10.20% 5.84% 
Capital 2 8.55 a 
Continental 2 9.95 5.61 
Delta , 4.88 7.61 
National _7.30 13.13 


Total 40.88% 32.19% 
Average 11.45% 8.18% 8.05% 


i 


y After exclusion of net capital gains, and losses, on retirement of 
flight equipment. 
2/ Merged with Delta, May 1, 1953. 


3/ Merged with Braniff, August 16, 1952. 
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Big Four Carriers 
Cost of Capital 
1949-1953 


Percent of Total Rate of 
Capital Component Capitalization Component Rate 


Debt 33.7% 3.50% 1.180% 
Preferred stock 15.9 5.13 * 0.816 


Common stock 50.4 12.88 ** 6.491 
8.489% 


Based on average yield of 4.7% (PC-50, p. 6) divided by 92.2% to reflect 
flotation and underpricing costs. 


Flotation costs 8% 
5 


Underpricing 
13% 


Less: 40% to account for 
portion of equity 
capital contributed by 
plowed back earnings 


11.75% + 92.2% = 
Additional risk of 
international operations 
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Big Four Carriers 
Average Investment 
1949-1953 
(000) 


Year 


Long-Term Debt 
American Eastern United Total 


1949 $36,669 $ 6,667 $26,920 ° $113,598 
1950 30,000 6,000 21,200 104,005 
1951 30,000 27,500 15,288 112,620 
1952 30,000 38,000 20,096 133,281 
1953 30,000 27,000 18,804 | 103,065 

Total $566,569 

Percent of Total Investment 33.7 


Preferred Stock 


1949 $40,000 $ 49,477 
1950 40,000 49,304 
1951 40,000 44,112 
1952 40,000 62,046 
1953 40,000 61,546 

Total $266,485 

Percent of Total Investment 15.9 


Equity 
1949 $22,944 $27,379 $20,956 $39,213 | $110,492 
1950 30,331 32,038 27,475 44,642 | 134,486 
1951 36,335 38,072 34,093 53,168 161,668 
1952 44,297 46,489 51,609 64,843 207,238 
1953 53,123 53,171 56,695 69,634 232,623 
Total $846,507 
Percent of Total Investment 50.4 


Source: Form 41 Reports 
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Appendix J 


£3 
Big Four Carriers Page $0 


Earnings-Price Ratios 
1949-1953 


Year American 


1949 8.5% 
1950 10.4 
1951 9.6 
1952 
1953 

Total 


Average 


Source: Earnings per share - Moody's Transportation Manual 
Prices are the sum of the average of the high and low for October 
and March of succeeding year, divided by two. Market prices are obtained 
from Bank & Quotation Record. 
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Appendix K 
Page 1 of 3 


Big Four Carriers 
Cost of Capital 
1949-1954 


Percent of Total Rate of 
Capital Component Capitalization Component 


Debt 32.8% 3.50% 
Preferred Stock 15.3 5.13 * 


Common Stock - 12.44 ** 


* See Appendix J, p. 1, for derivation of 5.13%. 
** 11.38%+ 92.2% = 12.34% 
Additional risk of inter- 
national operations 10 


12.44% 


See Appendix J, p. 1, for derivation of 92.2%. 
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Big Four Carriers 
Average Investment 
1949-1954 
(000) 


Year 
Long-Term Debt 


American Eastern United 
1949-1953 
1954 $30,000 $36,000 $50,262 
Total 
Percent of Total Investment 


Preferred Stock 


1949-1953 $266,485 
1954 $40,000 $20,930 60,930 
Total $327,415 
Percent of Total Investment 15.3 


Equity 
1949-1953 $846,507 
1954 $64,255 $59,247 $67,083 $74,956 265,541 
Total $1,112,048 
Percent of Total Investment 51.9 


Source: Years 1949-1953 from Appendix J, p. 2; 1954 from Form 41. 
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Page 3 of 3 


Big Four Carriers 
Earnings-Price Ratios 
1949-1954 


Year American 

1949-1953 56.1% 

1954 a 
Total 64.5% 


Average 


Source: Years 1949-1953 from Appendix J. p. 2; 
1954 Earnings per share - Moody's Transportation Manual 
Prices are the sum of the average of the high and low for 
October and March of succeeding year, divided by two. Market 
prices are obtained from Bank & Quotation Record. 
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Appendix L 
Page lor 3 
Big Four Carriers 
Cost of Capital 
1949-1955 


Percent of Total Rate of 
Capital Component Capitalization Component 


Debt 32.1% 3.50% 


Preferred Stock 13.2 5.13 * 


Common Stock - 12.04 ** 


* See Appendix J, p. 1, for derivation of 5.138% 
** 11.01% 92.2% = 11.94% 
Additional risk of inter- 
national operations -10 


12.04% 


See Appendix J, p. 1, for derivation of 92.2% 


[ 2659] 


[ 2659] 
Appendix L 
Page 2 of 3 
Big Four Carriers 
Average Investment 
1949-1955 
(000) 


Year 


Long-Term Debt 
American  £Eastern TWA United Total 


1949-1954 $701,345 
1955 $30,000 $50,000 $35,000 $37,012 152,012 
Total - $853,357 
Percent of Total Investment 32.1 


Preferred Stock 
1949-1954 | $327,415 
1955 $21,956 21,956 
Total $349,371 
Percent of Total Investment 13.2 
Equity 
1949-1954 $1,112,048 
1955 $94,916 $70,478 $72,485 $103,560 341,439 
Total $1,453,487 
Percent of Total Investment 54.7 


Source: Years 1949-1954 from Appendix K, p. 2; 1955 from Form 41. 
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Appendix L 
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Big Four Carriers 
Earnings-Price Ratios 
1949-1955 


Year 
1949-1954 
1955 


Total 
Average 


Source: Years 1949-1954 from Appendix K, p. 2; 
1955 Earnings per share - Moody's Transportation Manual. 
Prices are the sum of the average of the high and low for 
October and March of succeeding year, divided by two. Market prices 
are obtained from Bank & Quotation Record. 
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Big Four Carriers 
Cost of Capital 
1949-1956 


Percent of Total 
Capital Component Capitalization 


Debt 32.4% 
Preferred Stock 11.2 


Common Stock 


* See Appendix J, p. 1, for derivation of 5.13% 
** 11,12G2-92.2% = 12.06% 

Additional risk of inter- 

national operations 10 


12.16% 


See Appendix J, p. 1, for derivation of 92.2%. 
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Appendix M 
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Big Four Carriers 
Average Investment 
1949-1956 
Year £000) 


Long-Term Debt 
American Eastern TWA United Total 


1949-1955 $853,357 
1956 $28,240 $50,000 $65,908 $60,370 204,518 
Total $1,057,875 
Percent of Total Investment 32.4 


Preferred Stock 


1949-1955 $349,371 
1956 $15,652 15,652 
Total $365,023 
Percent of Total Investment 11.2 


Equity 
1949-1955 $1,453,487 
1956 $112,395 $91,199 $70,143 $114,420 388,157 
Total $1,841,644 
Percent of Total Investment 56.4 


Source: Years 1949-1955 from Appendix L, p. 2; 1956 from Form 41. 
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: Appendix M 


Big Four Carriers Page 3 of 3 


Earnings-Price Ratios 
1949-1956 


Year ae 


1949-1955 308.4% 


1956 a 
Total 344.8% 
prerees : 11.12% 


Source: Years 1949-1955 from Appendix L, p. 2; 
1956 Earnings per share - Moody's Transportation Manual 
Prices are the sum of the average of the high and low 
for October and March of succeeding year, divided by two. 
Market prices are obtained from Bank & Quotation Record. 
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Appendix N 


CHICAGO AND SOUTHERN AIRLINES, INC. 
LATIN AMERICAN OPERATIONS 
ADMINISTRATIVE ALLOCATION OF MAIL PAY 
November 1, 1946, through July 31, 1952 


Period Amount 
November 1 - December 31, 1946 $ 148,000 
First quarter - 1947 135,370 
Second quarter - 1947 136,874 
Third quarter - 1947 138,378 
Fourth quarter - 1947 138,378 
First quarter - 1948 166,088 
Second quarter - 1948 166,088 
Third quarter 1948 167,912 
Fourth quarter - 1948 167,912 
First quarter 1949 243,123 
Second quarter - 1949 245,825 
Third quarter 1949 248,526 
Fourth quarter - 1949 248,526 
First quarter 1950 286,520: 
Second quarter - 1950 289,704 
Third quarter 1950 292,888 
Fourth quarter - 1950 292,888 
First quarter 1951 218,958 
Second quarter - 1951 221,392 
Third quarter 1951 223,825 
Fourth quarter - 1951 223,825 
First quarter - 1952 203,789 
Second quarter - 1952 203,789 
July 1 - 31, 1952 


69,422 


Total $ 4,878,000 
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[2665] 


Order No. E-13518 


ORDER 
A full public hearing having been held in the above-entitled pro- 
ceeding and the Board, upon consideration of the record, having issued 
its opinion containing its findings, conclusions and decision, which is 
attached hereto and made a part hereof; | 
IT IS ORDERED, That the fair and reasonable rate of compensation 
to be paid to Chicago and Southern Air Lines, Inc. (C&S), for the trans- 
portation of mail by aircraft, the facilities used and useful therefor, and 
the services connected therewith, between the points on its Latin American 
routes between which it was authorized to transport mail by its certificates 
of public convenience and necessity, for the period November 1, 1946, 
through July 31, 1952, is the sum of $4,878,000. 
A. Provided, that 
1. Within six weeks of the date of service of this order, 
Delta Air Lines, Inc. (Delta), shall make a request for an 
Internal Revenue Service ruling as to tax consequences aris- 
ing out of the refund of mail pay required by this order. 
2. The mail compensation herein shall be decreased 
by the total amount of the reduction, if any, as finally deter- 
mined, in Delta's federal income taxes arising from the pay- 
ment to the Postmaster General of all refunds required to be 
made by this order, including the provisions of this paragraph. 
3. After notice and hearing the Board may, from time 
to time, prior to the final determination of the tax reduction 
referred to in subparagraph 2 of this paragraph, order Delta 
to refund to the Postmaster General a sum equal to an 
estimated amount of such tax reduction. : 


[ 2666] 
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[2666] 


B. Provided, further, that in the event the federal income 


taxes, payable’ with respect to the system operations of 
C&S, as finally determined for the calendar year 1948 to 
1952, inclusive, are greater or less than $3,204,000, the 
mail compensation provided herein shall be adjusted to 


reflect the actual tax liability related to the system opera- 
tions of C&S for the period January 1, 1948 - July 31, 1952, 


inclusive. 


C. Provided, further, that Delta shall forward to the 
Board's Bureau of Air Operations a copy of each ruling 
of tax authorities, request for ruling, notice of appeal, 
pleading, stipulation, agreement, brief and court decision 
in connection with the determination of the tax issues 
referred to in paragraphs A and B above, promptly upon 
the filing or receipt of such document by Delta, and 
simultaneously shall notify the Postmaster General that 


it has forwarded such document. 


The compensation provided by the rate fixed herein shall be in 
lieu of and not in addition to the mail compensation heretofore received 
by C&S for the transportation of mail over its Latin American routes 
during the period November 1, 1946, through July 31, 1952. 

By the Civil Aeronautics Board: 


/s/ Mabel McCart 


Mabel McCart 
Acting Secretary 
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PETITION FOR RECONSIDERATION 


March 10, 1959 
* * * * 


[2671] 


* * * * * 


Because of the interrelation of capital structure on the one hand, 
and earnings/price ratios and debt costs, on the other hand, it now 
appears to Delta that it might well be more accurate to use:the C&S' 
own earnings/price ratio and debt cost in a cost of capital study. 


[2672] 


* * * * *; 
The Board, however, has found that the earnings/price ratios are inflated 
by capital gains which the "informed" investor tends to discount in his 
appraisal of a carrier's stock. (Opinion, p. 17) Delta hereby requests 
the Board in its Order on Reconsideration to specifically delineate the por- 
tions of the record upon which it relies in finding that with regard to 


2673 
these specific carriers the so he ratio was affected by those 
gains in any way during this period, contrary to the finding of the 
Examiner wre heard Be LesteuOnye in this case * 
[ 2674] 

The Board has also relied upon what it has called its “conserva- 
tive" depreciation policy as a reason for giving a lower return than, 
presumably, would be warranted if the Board had had a not-so-conserva- 
tive depreciation policy. The theory of the Board, apparently, is that 
its conservative depreciation policy allows capital gains to be made upon 
the sale of equipment at a time of re-equipment which helps in obtaining 
financing for new equipment at a low cost. (Opinion, pp. 28-29) Delta 
again confesses that it is mystified as to the relevancy of this observa- 
tion in view of the Board's earlier purported finding that the "informed" 
investor tends to discount capital gains in his appraisal of a carrier's 
stock, (Opinion, p. 17) In any event, Delta asks the Board for a statement 
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of relevancy of this observation to this case involving C&S for a past 
period between November 1, 1946, through July 31, 1952, where all 
profits from the sale of equipment have already been reflected in C&s' 
system earnings for this period, and were used to reduce C&S' break- 
even need as determined by the Board in the various proceedings related 
to this period. Further, Delta asks the Board for a reference to facts 

of this record to show what the effect on C&S' cost of capital would have 
been had the Board had a different depreciation policy during the review 
period from the one it did. Finally, Delta asks the Board for a reference 
to any facts anywhere, of which it may legitimately take official notice to 
support its finding. In this connection, it may be observed that the Board's 
"“eonservative" depreciation policy can hardly have been said to have 
allowed Delta to secure financing at a "relatively low cost". Delta has 
just finished signing a Note Purchase Agreement with four insurance 
companies to borrow $25,000,000 at 6% (six per cent), and an Amended 


Bank Credit Agreement to borrow $35,000,000 at 4-1/2%.2/ 
ak * bd * * 


1/ BCR 965, circulated by the Bureau Counsel in the General Passen- 
ger Fare Investigation, Docket No. 8008, on January 30, 1959. 
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* * * * * 


4. Matters relating to the period for which earnings will be 
reviewed. Proceeding on the assumption that Order No. E-10593 
reopening this case was valid, the Board has found it has the ". 
task of establishing the final subsidy mail rate for the international 
operations of C&S for the period November 1, 1946, through July 31, 
1952" (Opinion, p. 3), and must establish a rate based upon the need 
of the carrier as a whole. (Opinion, p. 4) 

On the basis of the same assumptions, Delta challenges the 
Board's conclusion that it can fulfill this "task" and yet decline to 
review C&S' need for earnings on its international operations for the 
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period November 1, 1946, through December 15, 1950, or the domestic 
operations for the period November 1, 1946 through December 31, 1957. 
(Opinion, p. 5) This decision of the Board is apparently based on its 


conclusion that it may effectuate in this case its “previous findings 


covering those periods". (Opinion, p. 5) 
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Delta hereby asks the Board to point out in its Petition for Reconsidera- 
tion the valid subsidiary findings which it has made anywhere to support 
its conclusion that a 7% rate of return for "those periods” is reasonable. 
Delta intends to ask the Court to review any such findings and it cannot 
find them. 1/ 


* * * * * 


1/ It is true that the Board purported to make some findings as to the 
need of C&S for earnings for the period November 1, 1946, through Decem- 
ber 15, 1950, on the international operations at pages 21-22 of Order E- 
5385, adopted by Order E-5793, October 18, 1951, and for the period 
January 1, 1946, through December 31, 1957, on the domestic operations 
at 9 C.A.B. 786, 804 (1948). However, these conclusions are without any 
supporting subsidiary findings whatever and are patently invalid under 
the principles of law which the Board itself has enunciated in its Opinion 
in this case. Opinion, Appen. A, pp. 27-30. Accordingly, the Board must 
have some other findings in mind which it speaks of "effectuating" herein. 


* * * * * 
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October 20, 1959 [ 2699] Order No. E-14567 
SUPPLEMENTAL OPINION AND ORDER ON RECONSIDERATION 
BY THE BOARD: : 

Petitions for reconsideration of the Board's opinion and order 
in the above-entitled Eroceeding A have been filed by Delta Air Lines, 
Inc. (Delta), and the Postmaster General. Delta has also filed an 
answer to the petition of the Postmaster General. 

Upon consideration of the matters set forth in the petitions and 
answer in light of the record, we find that the petitions fail to establish 
error in the Board's decision or otherwise demonstrate that the relief 


requested is ee! We shall discuss hereinafter those conten- 


tions raised on 


T/ Order No. -13518, February 16, 1959. 
3/ We have found two errors in figures and computations, which, 
however, have no effect on the Board's decision. . 

Delta has correctly noted that in Appendix H, p. 3, Capital is 
shown with a 5.84 earnings-price ratio for 1956 when, in fact, the 
carrier suffered a loss in that year. Accordingly, that carrier should 
not be included in the tabulation. Correcting for this factor results 
in a rise in the rate of return shown in that appendix from 9.850 per- 
cent to 9.947 percent. Attached hereto are corrected pages 1 and 3 
of Appendix H, which should be substituted for the original pages. 

Delta also asserts that in Appendix D, p. 2, there is a 
$1,000,000 error in total debt. Actually this error is in total equity , 
not total debt. Thus, the total equity figure should be $193,927, 000; 
the average equity should be $38,785,000; and the total average debt 
and equity should be $59,266,000. This causes the average debt ratio 
to fall to 34.56 percent and the average equity ratio to rise to 65.44 
percent. The ultimate effect is a rise in the rate of return shown on 
that appendix from 9.183 percent to 9.194 percent. A revised page 1 
of Appendix D, which should be substituted for the original page is 
attached. Similarly, on page 26, line 2 of the mimeographed opinion 
the figure "9.183" should be changed to "9.194". 
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reconsideration which warrant comment. 
1. Cost of Capital Study 
In order to make its own position more consistent, for the first 
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time in this proceeding, Delta urges on reconsideration that C&S' own 
earnings-price ratios be utilized in the cost of capital study. Up to this 
point Delta had only advocated use of C&S' own capital structure (in con- 
junction with the average earnings-price ratios of the intermediate-size 
carriers). The carrier states, "Because of the interrelation of capital 
structure on the one hand, and earnings-price ratios and debt costs, on 
the other hand, it now appears to Delta that it might well be more accu- 
rate to use the C&S’ own earnings-price ratio and debt cost in a cost of 
capital study. 3/ 

We do not think use of C&S' own earnings-price ratios is sus- 
tained by the evidence. No witness has suggested that C&§' own earnings- 
price ratios should be used in the cost of capital determination. Indeed, 
the testimony of Delta's witness is to the contrary. Thus, he stated, "I 
think the discussion we are having now [| concerning the fluctuations in 
earnings-price ratios of the intermediate-size carriers] illustrates he 
[sic] wide swings in the subsidized carrier group. I think also it illus- 
trates the fact that because of those wide swings it is difficult to estab- 
lish a pattern from looking at a [ sic] individual carrier. w4/ tt should 
be noted that the average of the C&S earnings-price ratios for the period 
1948 through 1952 was the highest of any of the interme diate-size car- 


riers by almost 


3/ On this basis, Delta argues that C&S "required a return on invest- 
ment of 16.04%." 
4/ Transcript of hearing held September 26, 1955, p. 99. 
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two points. °/ No evidence has been offered to explain why C&S' earnings- 


price ratios are out of line, although it is clear that the earnings-price 
ratios for 1950 and 1951 are grossly distorted by capital gains; for, 
in the respective years capital gains were 65.65 and 29.89 percent of 
total earnings (Appendix A). 

As the Board indicated in its opinion, in many respects the cost 
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TT 
of capital data in the record are subject to question as regards their 
statistical validity. Therefore, the use of the cost of capital data re- 
quires many judgment evaluations. Because of this the Board decided 
that average data reflecting a composite of data from a number of 
carriers produce the most reliable result. Delta has made no showing 
to overcome the Board's finding as to the desirability of using compo- 
site data from a number of carriers to determine the cost of capital. 
We conclude, under all the circumstances, that we cannot rely on C&S' 
earnings-price ratios as reflecting the cost of capital to cas. / 

Delta also argues that the adjustments made by the: Board for 
capital gains are meaningless because they have no record support. 
The carrier points out that the Examiner had rejected Bureau Counsel's 
contention that the earnings of the intermediate-size carriers were un- 
reliable because of the capital gains they had experienced. Delta re- 


quests that the Board specifically set out the portions of the record upon 


which it relies in 


5/ See Order No. £-13518, Appendix D, page 3. 
6/ See also Order No. E-13518 at p. 22, where a similar argument 
made by Delta relating to use of C&S' own capital structure was re- 
jected by the Board. 
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finding that the earnings-price ratios of the intermediate-size carriers 
were affected by capital gains during this period. 

In the first place, there can be no question but that the earnings 
of the intermediate-size carriers were substantially inflated by capital 
gains during the general period in question. As shown in Appendix A, 
during the period 1948 through 1954, ona weighted average basis, 
34.96 percent of the intermediate-size carriers' earnings were derived 
from retirement gains. In 1948 and1953, the weighted average of re- 
tirement gains to net total earnings were as high as 62.50 and 65.05 
percent, respectively. 
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Second, it should be noted that Delta has not pointed to a shred 
of evidence which derogates from the Board's finding that the informed 
investor tends to discount retirement gains in his appraisal of a car- 
rier’s stock. And, such finding is firmly supported by the record. 
Bureau Counsel's expert witness Chabot explained, "Delta's choices 
| of carriers to develop earnings-price ratios] becomes even less 
representative in light of the fact that in at least two cases--National 
for 1953 and Braniff for 1954--the carriers reported tremendous non- 


recurring capital gains which investors have, of course, ignored as 


shown by the fact that the market price did not advance accordingly. nl 


The following table containing certain data concerning National 
Airlines for 1951 and 1952 shows even more pointedly than the illustra- 
tions of Bureau Counsel's witness that the investor tends to discount 


nonrecurring 


77 BCR-N-301. That “tremendous nonrecurring capital gains" were 
experienced by other carriers and in other years is amply demonstrated 
in Appendix A. 
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profits: 
National Airlines 
1951 1952 


Net earnings (000) $2,617 $3,170 
Earnings per share 2.62 3.14 
Average market price 14.29 13.35 
Retirement gains from flight 

equipment (000) 3 1,460 
Earnings-price ratio 18.33% 23.52% 


Sources: Appendix A; DLR-31, p. 3 revised 

The foregoing table reveals that National's net earnings in 1952 
were higher than in 1951, as were the earnings per share. Yet, the 
average market price for 1952 was less than in 1951. Of course, many 
factors may have influenced the 1952 market price, but the significant 
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fact is that the higher 1952 earnings did not bring about a higher 
market price. Analyzing the earnings, we find that 1951 retirement 
gains from flight equipment amounted to only $3,000, while in 1952 
they were $1,460,000, or approximately 46 percent of National's total 
net earnings for that year. Thus, the net profit for 1952 (without con- 
sideration of retirement gains) of $1,710,000, was substantially less 
than the comparable profit for 1951 of $2,614,000. The total 1952 
earnings exceeded those of 1951 only because of the tremendous 
capital gains realized in 1952. Since despite the higher total earnings 
in 1952, the market price of National's stock retreated, we believe it 
reasonable to conclude that the retirement gains were largely, if not 
totally, discounted by investors. | 
On the other hand, the higher earnings in 1952, arising out of 
the capital gains coupled with the lower market price, caused a rise 


in the 


Ya7 This, of course, does not mean that the fairly rapid deprecia- 
tion taken by carriers, which may result in capital gains upon sale of 
equipment, is not considered as a favorable factor by investors. 

See infra, p. 8 et seq. 
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earnings-price ratio from 18.33 percent in 1951 to 23.52 percent in 


1952. Delta would take these figures at face value and thereby have us 


believe that the result of increased earnings is a higher cost of equity. 


Such a position is utterly unreasonable. 
2. Other Matters Relative to the Rate of Return Issue 

Delta avers that it is "mystified" by the Board's finding that the 
industry's and C&S' historical financial and operating growth are 
relevant to the question of the rate of return needed by C&S to accom- 
plish the developmental purposes of the Act. The carrier argues that 
reference to the 8.6 percent return on investment reported by the 
trunkline industry for the period 1939 through 1953 is inconsistent with 
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what the carrier asserts is the Board's later finding that reasonable- 
ness of earnings should not be measured by going back to 1939 and with 
the Board's rejection of Delta's argument that the earnings of other 
carriers should be a relevant consideration. 

Delta is under a misapprehension. The 8.6 percent figure is 
relevant to the rate of return needed by C&S because it shows over a 
lengthy period, from the commencement of regulation under the Civil 
Aeronautics Act through the termination of C&S' existence, the rate 
of return realized by the carrier class of which C&S was a member. 
That the industry flourished over these years is evidence of the ade- 
quacy of the industry rate of return actually realized during this 
course of time. 

This has nothing to do with Delta's contention, rejected by the 
Board, that in establishing the mail rate for the period involved herein 
the Board should provide higher earnings to make up for inadequate 


earnings of 
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earlier years. The principle that past inadequacies in earnings will 
not be made up in future rates is too firmly established (and fully dis- 
cussed in the Board's opinion) to require further comment here. 

Nor is the use of the industry experience inconsistent with the 
Board's rejection of Delta's contention that the 15.36 percent average 
return on stockholder equity earned by four comparable carriers in 
the five-year period ended September 30, 1952, proves C&S required 
all its earnings. As the Board said in its earlier opinion, reek the 
mere fact that earnings of specific carriers are at a given level is not 
proof that such level of earnings is needed to foster the developmental 


purposes of the Ac 8/ 


Delta also contends that use of the 8.6 percent figure is invalid 
because the operations of the Big Four carriers dominate the domestic 
industry and strongly influence the rate of return figure derived, 
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re 


whereas the Board found C&S more comparable to the intermediate - 


size carriers than to the Big Four. 

We do not find giving weight to the 8.6 percent figure unreason- 
able under all the circumstances. That figure is a composite figure 
which we believe provides the most reliable experienced rate of return 
figure to serve as a guide to the rate of return required by'C&S. 
Moreover, this was only one of the factors given weight by the Board, 
and the Board found on the record that in C&S' case there were special 
considerations which required a higher return. The Board's final 
determination was that C&S needed a 10 percent return on investment, 
or 1.4 points greater than the industry average. Although the experi- 
enced average rate of return for the seven interme diate-size carriers 

for the period 1939 through 1953 was 11.1 percent (see Appendix B), 
upon all the evidence we are not persuaded that C&s needed more than 


87 Order No. E-13518 at p. 32. 
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10 percent. 

Further, Delta maintains that it cannot reconcile the Board's 
use of the 8.6 percent figure, as well as the use of C&S' historical 
return on investment of 9.9 percent for the period July 1, 1938, 
through July 31, 1952, inasmuch as the Board's decision reduces 
C&S' return for this period to 5.7 percent. The answer is that the 
reduction in C&S earnings which results from the Board's action in 
this case primarily is a result of lower earnings during periods not 
under review in this proceeding. If the earnings of such periods 
were inadequate, following well-established principles they will not 
be made up by increasing the carrier's mail rates above the "need" 
shown for the period involved here. 

Delta takes issues with the consideration given es the Board to 


its conservative depreciation policy in determining the rate of return 
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required by C&S. The carrier asks for reference to facts of record to 
show what the effect on C&S" cost of capital would have been if the 
Board had had a different depreciation policy during the review period. 
Delta also contends that the Board's conservative depreciation policy 
is not relevant to this case because all profits from sales of equipment 
during the period in question have been taken into account. 

At the outset it should be noted Delta does not dispute the fact 
that the Board had a conservative depreciation policy in effect during 
the years in question, which allowed air carriers to recoup the cost 
of their equipment over a relatively short period of time. This policy 
provides the maximum protection against loss on disposition of equip- 
ment consistent with the over-all public interest. The Board pointed 
out in its opinion that the conservative depreciation policy cannot be 
quantitatively evaluated in terms of effect on rate of return but there 
is no doubt that the policy has contributed to the financial strength 
of the carriers. 

Delta's contention that the Board's conservative depreciation 
policy is not relevant in this case because all profits from sales of 
equipment during the 
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period in question have been taken into account, indicates that the 
carrier misunderstands the basic nature and the effect of this policy. 
The policy was not adopted in order to permit the carriers to realize 
gains from the sale of equipment, but was implemented to allow them 
to recover the cost of new equipment over a relatively short period. 
This adds to the financial strength of the carrier. For example, in 


relation to borrowing for the purchase of new Rotel it is com- 
mon knowledge that the lending agency attempts to set up the credit 
arrangement so that amortization of the loan is largely covered by the 


depreciation charge. On this basis, the more quickly a carrier re- 
covers its depreciation expense the shorter the period required to pay 
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off the loan. Therefore, money can be borrowed for shorter periods 
than would be the case if the Board required that depreciation be 
charged over a longer period of time. Under these circumstances, 
loans are easier to obtain and the carrier is saved, at the minimum, 
the aggregate interest expense that the carrier would have to pay if the 
loans were made for a longer period of time. 

The quick recovery of depreciation cost also carries with it the 
minimizing of the risk of loss on disposition of the equipment, and, 
indeed, lays open the possibility of capital gains on the sale of the 
equipment. This "cushion" adds to the carrier's financial strength. 
Moreover, it serves to reduce the risk taken by the investor--whether 
he be a lender or a stockholder--who supplies capital to the air carrier. 
It does not require the testimony of an expert witness to conclude that 
under such circumstances the cost of the capital furnished is thereby 
decreased. 10/ : 

The capital gains realized by C&S; whether cee the rate 
period involved herein or at other times, are merely tangible evidence 
of the lesser risk incurred by the investor in an air carrier because 


of the Board's conservative depreciation policy. We fail to see how 


the fact that capital gains realized 


97 The greatest need for capital is for the purchase of flight equip- 
ment. 
10/ C&S was able to borrow money at 2.5 percent, almost a point less 
than the Big Four average. 
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during the rate period and taken into account by the Board to reduce 
subsidy detracts from the Board's finding that its conservative depre- 
ciation policy tends to reduce the cost of capital. 
3. Rate of Return for Past Periods 
Delta contends that there are no findings to support the Board's 
use of 7 percent as the rate of return required by the domestic opera- 
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tions of C&S for the period November 1, 1946, through December 31, 
1947, and by the international operations for the period November 1, 
1946, through December 15, 1950. 

The carrier is in error. The Board determined that the 7 per-- 
cent rate was fair and reasonable when it first established rates for the 
respective divisions and for the periods indicated above on a past 
period basis. In determining C&S' domestic rate, the Board said: 

In arriving at a fair return on investment, we have 
consistently established a lower rate of return for a past period 
than for future periods, in recognition of the elimination of the 
risk of unanticipated contingencies in the past period. 

"On the basis of the foregoing, we find that the mail 
rate should include a return of 7 percent per annum on recog- 
nized investment after allowance for Federal income taxes, 
in addition to the adjusted break-even need. nil, 

Similarly, in establishing the international mail rate the Board de- 
clared: 

"In addition to this amount [ the break-even need] , the 
fair and reasonable mail rate must include a fair return on 
recognized investment. It has been the Board's consistent 
practice to provide a somewhat lower rate of return for past 
periods than for future periods in view of the fact that for past 
periods‘the probability of error in estimates of operating re- 
sults is removed and operating risks have been realized. 
Accordingly, a return of seven percent per annum on the recog- 
nized investment of $1,360,000 will be provided in addition to 
the break-even need for the review period. rh2/ 

These findings recognize that rate-making is ordinarily done on 
a forecast basis since rates normally are prospective in operation. 

As the Board said in the Transatlantic Final Mail Rate Case, "The 
entire concept of past-period mail rates is unique among air carriers 


of all regulated industries. "22/ In 


| 2709] 
285 


Ti7 Chicago and Southern Air Lines, Inc., Mail Rates, 9C.A.B. 
786, 804 (1948). 

12/ Chicago and Southern Air Lines, Inc. , Latin American Opera- 
tions, Mail Rates, Order No. E-5385, May is, 1951, p. 21. 

I 13/ 19 C.A.B. "464, 614 (1954). 
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determining the rate of return, particularly in using the cost of capi- 
tal approach, the data, such as interest rates, and earnings-price 
ratios, include the investor's appraisal of the risk factor. | And that 
risk is a very important factor as shown by the substantial difference 
between the cost of débt and equity capital. Therefore, in deciding 
upon the rate for a past period the Board gives much less weight to the 
risk factor because the operating expenses and revenues of the carrier 
are based on experience, and there need be no fear of shifting circum- 
stances. Accordingly, even when the Board has found, as here, that 
for a future rate the carrier required a return on investment of 10 
percent, in the same case, the Board has found 7 percent sufficient to 
meet the objectives of the Act for a past period. The findings in the 


earlier C&S proceedings, quoted above, were made on the basis of 


such considerations. 

C&S did not object to those findings and they were confirmed by 
the Board. Accordingly, in this reopened proceeding, the Board, 
citing its decision in the Transatlantic Final Mail Rate Case. 1+ 
"found no basis to disregard the conclusions already reached and ac- 
cepted by the parties, and permit the parties to relitigate the issues 
decided by the Board in earlier proceedings on the basis of actual 
operating results, where no prognostication was involved. "22/ And 
the Board effectuated the findings made in its previous order. How- 
ever, in treating with Bureau Counsel's contention that the Board 
should apply a 7 percent rate of return to C&S' international operations 
for the period, the Board set forth in detail the bases for the differ - 


ence in rates of return of past and future periods quoting extensively 
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from the comprehensive discussion of this matter in the Transatlantic 
Final Mail Rate Case.26/ 


147 Id. 636-640; opinion and order on reconsideration, Order No. E- 
9282, June 7, 1955. 

15/ Order No. E-13518 at p. 7. 

I6/ Id. at 38-40. 
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On reconsideration Delta has advanced no justification for relitigat- 
ing the rate of return issues already decided by the Board on a past period 
basis, and we adhere to the statements made in the Board's earlier 
opinion on this point. In any event, we believe the Board's findings in the 
earlier proceedings, quoted above, and uncontested by C&S, adequately 
demonstrate that C&S, for its domestic operations from November 1, 
1946, through December 31, 1947, and for its international operations 
from November 1, 1946, through December 15, 1950, did not require 
a return of more than 7 percent on its investment to accomplish the 
developmental objectives of the Act. In view of the cost of capital and 
other evidence detailed in our opinion, and taking into account the limi- 
ted risk for the carrier whose rates are established on a past period 
basis, it is our judgment that the 7 percent rate of return meets C&s' 
needs under the Act. As the Board said in its earlier opinion, quoting 
from the Transatlantic Final Mail Rate Case: 

™ But the essential justification for different rates of 
return between open and closed rate periods lies in the dif- 

ferent risks assumed by the carrier. Recognizing the need 

provisions of the Act it cannot be concluded that the risks 

assumed 
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by an air carrier during an open rate period are substantially 
in excess, if any, of those of other regulated utilities generally. 
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A summary tabulation presented by Bureau Counsel of Court 


and Commission cases on rate of return shows that the 1946- 
1951 average of all such decisions allowed a return of 5.82%. 
On the basis of the foregoing considerations it is concluded that 
the 7% rate of return for past or open mail rate periods is fair 
and reasonable and should be affirmed. wl uy | 
We have only to regard the interest rate paid by C&S of ite 2.5 per- 
cent to confirm our conclusion that an over-all rate of return of 7 per- 
cent meets C&S' needs for past periods. 
4. Other Matters 

In its brief to the Board, Delta asked that the Board reconsider 
its decision to review the international operations of C&S for the period 
December 16, 1950, through July 31, 1952, ona past period basis.1°/ 
Delta asserts that the Board denied its request without any reconsidera- 
tion of the matter on the ground that the request was a successive peti- 
tion for reconsideration not to be entertained under Rule 37(c) of the 
Board's Rules of Practice. Delta maintains that the denial is invalid, 
arguing that the Board's orders on this issue are not final orders and 
may be reconsidered and revised at any time the proceeding is pending 
before the Board. | 

Under the circumstances of this case, we do not question our 
legal authoritity to fulfill Delta's request and reconsider once again 
the question of whether C&S' international operations for the period 
December 16, 1950, through July 31, 1952, should be reviewed on a 
past period basis. But as a matter of policy there would be no justi- 
fication to take such action. There must be an end to reconsideration 
of issues fully litigated or the administrative process 


17/7 Order No. E-13518 at p. 39. 
18/ Order No. E-10593, September 6, 1956; petition for reconsid- 
eration denied, Order No. E-10705, October 25, 1956. | 
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would break down. The issue Delta would raise again was comprehen- 
sively covered in well-written briefs and also orally argued before the 
Board. The decision of the Board and the basis therefor were set forth 


in an extensive opinion.22 Delta then filed a petition for reconsidera- 


tion and upon careful consideration of such petition it was denied. 2” 


There is no question but Delta has had its "day in court" on this issue. 
To entertain the same issue for the third time in a case which, even 
otherwise, is most complex and difficult, would frustrate the adminis- 
trative process and make such process unnecessarily time-consuming 
and unwieldy for no sound reason. 

Delta further claims that the Board's order is a nullity for lack 
of a majority, insofar as it reduces the international mail pay for the 
period December 16, 1950, through July 31, 1952, by $1,066,000. In 
support of this position, Delta points out that Vice Chairman Gurney 
and Member Denny issued a statement in which they stated that they 
maintain the views expressed in their dissenting opinion accompanying 
Order No. E-10593. Delta does not explain how this statement impairs 
the final order in this case. 

We find Delta's contention without merit. Order No. E-10593 
was adopted by a 3 to 2 vote of the Members of the Board. Delta's peti- 
tion for reconsideration was also denied by a vote of 3to 2. All four 
voting Members of the Board agreed in issuing the final order in this 
proceeding that they would not consider again the issue decided by 
Order No. E-10593. Thus, Vice Chairman Gurney and Member Denny 
issued a concurring statement to accompany the Board's final decision, 
not a dissenting opinion. And although they noted that they still main- 
tain the views contained in their dissenting opinion accompanying 


197 Order No. E-10593, September 6, 1956. 
20/ Order No. E-10705, October 25, 1956. 
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Order No. E-10593, they expressly stated, "*** we must agree that 
the issue therein was decided." Furthermore, they said, 'We, there- 
fore, have participated in the determination of the rate levels of both 
the domestic and the international divisions established by this deci- 
sion."" Accordingly, it is clear that three of the four Members partici- 
pating in the final decision in this case agreed and voted that the mail 
pay for C&S’ international operations for the period December 16, 
1950, through July 31, 1952, should be reduced by $1 066,000.21/ 

Delta objects "to the use of extra-record figures and statistics 
in the Appendices accompanying the Board's opinion which were not 
included in the Stipulation governing this proceeding and which were not 
subject to cross-examination by Delta." : 

It is true that, in order to obtain more current data concerning 
earnings and market prices than were reflected in the record, in some 
cases the Board resorted to recognized financial publications such as 
Moody's and Bank and Quotation Record. These publications had been 
used as the sources for some of the financial data in the record. 
Accordingly, no prejudice to any of the parties was apparent from 
their further use. All sources were cited ,22/ and Delta has not con- 


tended that erroneous figures were used by the Board.23/ 


31/7 The fourth Member believes the reduction should be larger. 

22/ On Appendix F, page 3, the source for the 1954 earnings-price 
ratios was incorrectly described as BCR-301, p. 1. Actually the 
1954 earnings-price ratios are based on earnings per share obtained 
from Moody's Transportation Manual, except in the cases of Delta 
and National, which were obtained from the Form 41 reports, and 
market prices obtained from Bank and Quotation Record, Wm. B. 
Dana. The market prices reflect the average high and low for October 
1954 and high and low for March 1955. The earnings-price ratios 
thus derived are, in the cases of Braniff and Capital, identical with 
those shown for the carriers in DLR-31, p. 3 revised, and in the cases 
of Continental, Delta, and National, substantially the same figures set 
forth in the Delta exhibit. 

23/ Except as indicated in footnote 2, supra. 


[2714] 


290 —<$————————————————eee 


[2714] 
In addition, Delta has not shown, nor even alleged, that it was harmed 


by the use of such data. Under these circumstances, its objection will 


be rejected. 

Finally, Delta alleges that unless a finding is made that the 
absent Members read the record and transcript, the Board's final 
order is invalid insofar as it relates to the domestic phase of the 
case, since two of the four Members purporting to support that part of 
the decision were not on the Board at the time it was before the Board 
and have not heard a requested oral argument in accordance with Sec- 
tion 1004(a) of the Act. The fact is that each Member of the Board 
voting on the final order has familiarized himself with the record of 
the proceeding as a whole, including the transcript of oral argument 
concerning the "domestic" phase of the case. Moreover, each such 
Member heard the oral argument in the last phase of the case dealing 
with the international operations of C&S, which phase contained sub- 
stantially the same issues as in the "domestic" phase. Consequently, 
there is no doubt that all Members of the Board voting in this case 
have heard or received oral argument in accordance with the provi- 
sions of Section 1004(a). 


[2715] 

ACCORDINGLY, IT IS ORDERED, That the petitions for recon- 
sideration of Order No. E-13518 filed by Delta Air Lines, Inc. , and 
the Postmaster General be and they hereby are denied. 

Durfee, Chairman, Gurney, Vice Chairman, and Denny, 
Member of the Board, concurred in the above opinion and order. 
Minetti, Member, filed the attached concurrence and dissent. 

/s/ Mabel McCart 


Mabel McCart 
Acting Secretary 


(SEAL) 
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[ 2716] 
MEMBER MINETTI, CONCURRING AND DISSENTING: 

I join the majority in rejecting Delta's petition for reconsid- 
eration of Board Order No. E-13518 of February 16, 1959.' For rea- 
sons stated in the Concurrence and Dissent which is appended to that 
Order, I would grant the Postmaster General's petition for recon- 
sideration. 
/s/ G. JOSEPH MINETTI 


[2717] 
Appendix A 


Page 1 of 3 
Percent of Capital Gains to Total 
Earnings for the Intermediate-Size Carriers 
1948-1954 


Carrier 1948 1949 1950 1951 1952 1953 1954 
Braniff 2QiB% 29.28% 8.71% 1.12%210.19% _1/ 48.65% 
Capital 13.71 0.30 0.69 0.68 7.93 -0.42%14.77 
C&s -0.78 - 65.65 29.89 -0.07 -.| - 

Continental -4.89 31.00 6.28 9.90 42.03 89.12 22.98 
Delta 13.17 28.38 -0.26 0.41 63.88 32.81 53.43 
Mid-Continent - - - 13,24 - - | - 

National -0.05 57.14 0.10 0.11 46.06 57.16 8.32 


Weighted Avg. 62.50%12.76%11.14% 4.28% 46.34% 65.05% 35.18% 
Arithmetic Avg. 3.87 6.36 13.53 4.12 61.67 44.6%2/29.63 


1948-1954 Average 
Weighted Avg. 34.96% 
Arithmetic Avg. 23.41 


17 12,609. 09% - reflecting capital gains of $1,387,000 and total 
earnings of $11,000. 
2/ Excluding Braniff. 
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[2718] 
Anpendix A 
Page 2 of 3 
System Net Profit or Loss from 
Retirement of Flight Equipment 
Intermediate-Size Carriers 
1948-1954 


Carrier 1948 1949 

Braniff $ 4 $ 65 

Capital 17 5 

C&s -5 

Continental -3 

Delta 2,792 

Mid-Continent - 

National 1,460 3,094 

Average $ 20 $ 56 $112 $57 $861 $1 ,126 $673 
Source: Form 41 Reports adjusted to reflect losses carried forward 


from 1946 and application of capital gains tax of 25% for 1948-1951 
and 26% thereafter. 


ee | 2719] 
[ 2719] 
Appendix A 


System Reported Net Profit or Loss Page 3 of 3 


Intermediate-Size Carriers 
1948-1954 


9556 
Carrier «1948 1949 1950 1951 195219531954 
VW wy 
Braniff $ 192 $ 222 $1,228 $1,338 $ 265 $ 1 $3,712 
Capital 124 1,682 1,160 1,766 1,413 1,652 1,747 
C&s 639 630 856 1,131 1,339  - 
Continental 184 -229 191 384 590 1,130 
Delta 858 451 1,147 1,947 4,371 448 
Mid-Continent 104 340 355 136 - = 
National --1,876 © -21.«2,099 2,617 3,170 5,413 


Average  $ 32 $ 439 $1,005$1,331 $1,858 $1,731 


Source: Form 41 Reports 


17 Carrier reported no taxes 
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[ 2720] 
Appendix B 


Intermediate-Size Carriers Page 1 of 3 


Return on Investment 
1939-1953 


Average Return on Investment 
6.98% 
8.66 
Loss 

22.50 
12.11 
12.08 
10.93 
Loss 
Loss 
1.32 
9.39 
17.08 
20.86 
20.77 
13.37 


11.05% 


Sources: 1939-1951: Bureau Counsel's Exhibits (BC-3) in the 
General Passenger Fare Investigation, 
Docket No. 550! 


1952-1953: Form 41 Reports 
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Appendix B 


Intermediate-Size Carriers 8°28 3 


Net Profit After Taxes 
1939-1953 
(000) 


Carriers Mid- 


Conti- Conti- 
Braniff Capital C&S” nental Delta nent | National 


$ 61 $ 30$ 7 $ 21 $ 53 $ -29 $ 3 
124 37 32 
~269 -56 -137 
409 242 254 
285 308 174 
407 158 129 
535 494 179 
-2,118 35 279 
-1,114 102 275 -197 
626 147 121 -1,789 
2,051 4’ 300 ! -288 
1,405 1,418 233 1,215 , 2,189 
1,570 1,907 420 2,054 363,165 
2,094 1,537 647 4,429 , 3,786 
894 _1,829 1,285 _ 1,388 6,225 
$10,274 $7,657 $3,269 $4,373 $11,916 $14,267 


Total 1939-1953: $54,238 


17 Merged with Delta 5-1-53. 1953 results included with Delta. 
2/ Merged with Braniff 8-16-52. 1952 results included with Braniff. 
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Appendix B 


Intermediate-Size Carriers Page 3 of 3 
Investment 
1939-1953 
(000) 


Carriers 
Mid- 
Conti- Conti- 

Year Braniff Capital C&S nental Delta nent National 
1939$ 573 $ 778$ 477$ 264 $ 167 $ 425 $ 

1940 1,019 1,402 660 368 282 579 

1941 1,531 2,322 880 687 666 789 

1942 1,884 3,597 914 924 948 882 

1943 4,661 3,924 1,353 991 1,196 918 

1944 7,208 4,139 1,687 1,113 1,588 1,077 1,536 
1945 7,286 9,455 1,746 1,452 3,050 1,507 3,342 
1946 7,233 13,350 3,499 1,681 4,103 1,754 5,490 
1947 9,208 10,565 4,076 1,989 5,186 1,809 6,734 
1948 10,444 9,663 3,619 2,938 8,187 1,896 6,050 
1949 8,736 9,675 3,635 3,307 9,611 2,042 5,274 
1950 7,594 10,331 4,088 33052 9,222 2,806 7,016 
1951 6,910 11,455 5,092 3,127 9 ,506 4,388 8,452 
1952 13,504 12,345 5,955 3,984 12,568 2/ 15,487 
1953 18,016 14,227 1/ 6,243 25,900 2/ 22,518 


$105,807 $117,228 $37,681 $32,120 


Total 1939-1953: $490,771 


ee 
1/ Merged with Delta 5-1-53, C&S balance sheet reflected in Delta 
total. 
2/ Merged with Braniff 8-16-52. Mid-Continent balance sheet 
reflected in Braniff total. 
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Appendix D to Order No. E-13518 


Intermediate-Size Carriers Page lof 3 (revised) 


Cost of Capital 
1948-1952 


Percent of Total Rate 
Capital Component Capitalization of Component Rate 


Debt 34.56% 3.50% 1.210% 
Common Stock 65.44 12.20* 7.984 
9.194% 


*Flotation Costs 
Underpricing 


Less: 40% to account for 
portion of equity capital 
contributed by plowed 
back earnings 


11.08%-+-91. 6% = 
Additional risk of 
international 
operations 


12.20% 


[ 2724] 
Appendix H to Order No. E-13518 


1 3 ised 
Intermediate-Size Carriers Page 1 of 3 (revised) 


Cost of Capital 
1948-1956 


Percent of Total Rate of 
Capital Component Capitalization Component Rate 
Debt 39.58% 3.50% | 1.385% 
Common stock 60.42 14.17* - 8.562 
9.947% 


* 12.80 ~~ 91.6% 14.07% 
Additional risk of 
international operations .10 


IZ17% 
Note: See Appendix D, p. 1 for derivation of 91.6%. 
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Appendix B 


Intermediate-Size Carriers Page 3 of 3 
Investment 
1939-1953 
000 


Carriers 
Mid- 
Conti- Conti- 
Year Braniff Capital C&S nental Delta nent National 
1939$ 573 $ 7789 477$ 264 $ 167 $ 425$ 409 
1940 1,019 1,402 660 368 282 579 447 
1941 1,531 2,322 880 687 666 789 624 
1942 1,884 3,597 914 924 948 882 744 
1943 4,661 3,924 1,353 991 1,196 918 760 
1944 7,208 4,139 1,687 1,113 1,588 1,077 1,536 
1945 7,286 9,455 1,746 1,452 3,050 1,507 3,342 
1946 7,233 13,350 3,499 1,681 4,103 1,754 5,490 
1947 9,208 10,565 4,076 1,989 5,186 1,809 6,734 
1948 10,444 9,663 3,619 2,938 8,187 6,050 
1949 8,736 9,675 3,635 3,307 9,611 5,274 
1950 7,594 10,331 4,088 33052 9,222 7,016 
1951 6,910 11,455 5,092 3,127 9,506 8,452 
1952 13,504 12,345 5,955 3,984 12,568 2/ 15,487 
1953 18,016 14,227 1/ 6,243 25,900 22,518 


——— 


$105,807 $117,228 $37,681 $32,120 $92,180 $20,872 $84, 883 


Total 1939-1953: $490,771 


——— ee 

1/ Merged with Delta 5-1-53, C&S balance sheet reflected in Delta 
total. 

2/ Merged with Braniff 8-16-52. Mid-Continent balance sheet 
reflected in Braniff total. 
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[ 2723] 


Appendix D to Order No. E-13518 


Intermediate-Size Carriers Page 1 of 3 (revised) 


Cost of Capital 
1948-1952 


Percent of Total Rate 
Capital Component Capitalization of Component ‘Rate 


Debt 34.56% 3.50% 1.210% 
Common Stock 65.44 7.984 
9.194% 
*Flotation Costs 
Underpricing 
Less: 40% to account for 
portion of equity capital 


contributed by plowed 
back earnings 


11.08%-+91.6% = 
Additional risk of 
international 
operations 


12.20% 
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Appendix H Oe Se E-1351 8 
Intermediate-Size Carriers ee : of 3 (revised) 


Cost of Capital 
1948-1956 


Percent of Total Rate of 
Capital Component Capitalization Component Rate 


Debt 39.58% 3.50% / 1.385% 
Common stock 60.42 14.17* ' 8.562 
' 9.947% 


* 12.80 91.6% 14.07% 
Additional risk of 
international operations .10 
[4.17% 
Note: See Appendix D, p. 1 for derivation of 91.6%. 
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[2725] 
Appendix H to Order No. £-13518 


Intermediate-Size Carriers age 3 of 3 (revised) 


Earnings-Price Ratios 
1948-1956 


1948-1955 1948-1956 
Total 1956 Total Average 

Braniff 6.13% 

Capital - 

C&S - 

Continental 13.17 

Delta 13.19 

Mid-Continent - 


National 18.40 
Average 103.33% 12.72%  116.05% 12.89% 


Source: 1948-1955 Total - Appendix G, p. 3. 
1956 - Earnings per share- Moody's Transportation Manual, 
except Delta and National from Form 41 Reports. 
Prices from Bank & Quotation Record, Wm. B. Dana - 
Average high and low for October and high and low for March of 
succeeding year. 


